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Editorial Comment 
(Contributed) 


In the May issue of this journal we stated 
Capital the problem of the economic consequences of 
Investment depreciation and referred to an article which 
had recently appeared in a popular magazine, 
with the argument that depreciation policies made modern 
industry self-sufficient in the matter of capital funds and 
independent of the resources of private saving. Mr. Victor 
H. Stempf takes issue vigorously with the premises and 
conclusions of this article, pointing out that the author 
ignored or avoided the fact that new enterprise had pro- 
vided a fertile field for employment of new savings through- 
out the history of industrialism. ‘Apparently,” said Mr. 
Stempf, “he shares the gloomy philosophy that the days 
of new enterprise are past, and scorns the concept of tech- 
nological frontiers. If so, he is just as likely to be wrong 
as the man who resigned from the Patent Office in the 
eighties because he believed that the days of new inventions 
were numbered.” 
While some of those who see no employment for private 
savings are reasoning from a certain assumption as to the 


1. Victor H. Stempf, “Trends in Accounting Procedure,” The Journal 
of Accountancy, June 1940, p. 460. 
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future of inventions, others appear to think that the in- 
vestment of depreciation reserves in plant extensions re- 
lieves industry from the need of outside capital to finance 
plant replacements. As Professor Ashley has pointed out, 
in a thought provoking article on depreciation, to whatever 
extent the fixed assets are expanded by this process of 
reinvestment, the same process continues with the new fixed 
assets so acquired. “For instance, if fixed assets are de- 
preciated at 10 per cent per annum and half the deprecia- 
tion funds are reinvested in fixed assets the automatic in- 
crease in the amount of fixed assets in ten years will be 
over 62 per cent. This expansion continues until replace- 
ments are needed, and, in a large company, until the fixed 
assets are on the average half worn out.”” If the current 
assets consumed by means of depreciation charges are 
wholly or substantially employed in the acquisition of addi- 
tional plant where is the money coming from to replace the 
original plant, as and when that plant has to be replaced? 
It is not permissible to shift the ground of the argument by 
retorting that the money will come from over-provision of 
depreciation for any such over-provision is merely conceal- 
ed surplus and the situation resulting from the reinvest- 
ment of surplus is entirely distinct from the problem under 
discussion, viz., the utilization of funds representing reali- 
zation of consumed fixed assets. 





Whether, in fact, depreciation is over-pro- 
Excess vided by industry is a question to which no 
Depreciation statistical answer is available. The prob- 

ability is that taking the field of industry as 
a whole, there is under rather than over-provision of de- 
preciation, but that this conceals an extensive under-pro- 
vision by declining sections of industry and an extensive 
over-provision by the new and expanding sections. If this 
is so then the prospects for the investment of voluntary 
savings are not good because while the declining industries 
are dis-investing rather than replacing their fixed assets the 
expanding industries are able to finance their replacements 
out of the funds represented by excess depreciation provi- 
sions and by reinvestment of disclosed surplus. 


2. C. A. Ashley, “Notes on Depreciation,” The Commerce Journal, 
(University of Toronto Commerce Club). March 1940, p. 10. 
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EDITORIALS 


It is probable that the free or “black” market 
Exchange for Canadian dollars in the United States is 
Control not a large one and that its operations are re- 

stricted to relatively small amounts. The de- 
preciation of the Canadian dollar in that market is none the 
less significant as it may, over a limited field, turn the 
terms of trade against this country. 

The supply of Canadian dollars (and the demand for 
United States dollars) on the free market is presumably 
derived from two main classes of persons, the non-resident 
holders of pre-war Canadian dollar balances swollen by the 
proceeds of subsequent sale of Canadian securities, insur- 
ance policies, etc., held by them, and the non-resident re- 
cipients of current payments in Canadian dollars for im- 
ports and services. These two classés will, however, con- 
tribute to the supply of Canadian dollars in the free market 
only if their need for United States funds is urgent and if 
they cannot realize upon their Canadian dollar balances 
legally, ie., by sale to the Exchange Control Board at the 
official buying rate. Regulation 15, for example, provides 
that the Board shall sell foreign exchange for the amount 
of any life insurance policy taken out prior to 16th Sep- 
tember 1939 and becoming payable to a non-resident. Claims 
of non-residents in this form will therefore be converted 
“legally” and will not find their way to the free market. 
On the other hand the repeal on 28th May last of Regulation 
6(b) which had made it possible for the non-resident owner 
’ of a deposit with a bank, etc., to sell to the Board for for- 
eign exchange up to $5,000 of any such deposit existing on 
15th September 1939 will force on to the free market de- 
posits of that kind which had not been sold to the Board 
by the date of the repeal and whose realization has since 
become a matter of necessity to the non-resident owner. 

On the other hand, the demand for Canadian dollars 
(and the supply of United States dollars) on the free market 
comes from the non-resident purchasers of Canadian goods 
and services which are contracted payable in Canadian 
dollars (including expenditures in this country by tourists 
from the United States), and from long term investors or 
speculators. The Board by Regulation 18 has acquired a 
certain measure of control over commodity exports from 
Canada for payment in Canadian dollars since the exporter 
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who has obtained a permit to enter into a contract on these 
terms has subsequently to complete a declaration showing 
“the date on which and the person from whom payment is 
received, and the manner in which such payment was ef- 
fected, which must be in accordance with the terms of the 
Control Permit.” It is not easy to see how the Board could 
extend its control to the source of the Canadian dollars 
acquired by non-residents to meet tourist expenditures in 
this country. If the need became sufficiently urgent it 
could reduce the offerings of Canadian dollars by blocking 
all transfers from the deposit accounts of non-residents, 
but such a step would be fraught with great political danger 
as it would doubtless be regarded by the victims as tant- 
amount to confiscation. 

The extension to the French empire of the control pre- 
viously exercised within the sterling bloc was promulgated 
only a few days before the capitulation of France to Ger- 
many and was rendered inoperative by that capitulation. 


In retrospect the most interesting feature of 
The Budget the new taxation contained in the Dominion 

budget adopted last session is the deference 
which it shows to the Sirois Report. Indeed anyone who 
had studied the Report had only to guess at the Minister’s 
attitude towards it in order to forecast the taxation pro- 
posals with considerable accuracy. 

Many anticipated an increase in the sales tax which the 
Commissioners had condemned as a viciously regressive 
feature of the existing federal tax system. “In the lower 
income groups the 8 per cent sales tax may be estimated 
as taking from 31% per cent to 514 per cent of income, 
depending on the distribution of consumption” they note 
(Volume I, p. 212). Others expected still further increases 
in the rates of income tax in the higher income groups al- 
though the Report points out that three quarters of the 
revenue derived from progressive taxes (income tax and 
succession duties) already comes from personal incomes of 
more than $10,000 and proportionately large estates, that 
the Dominion income tax on very large incomes is one of 
the highest in the world and that the combined Dominion- 
provincial income tax reaches such figures as 105 per cent 
of the total income. “Between the very wealthy man who 
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is carrying one of the heaviest income tax loads in the 
world, and the very poor man who is carrying one of the 
heaviest consumption tax loads in the world is the large 
middle income group which escapes relatively lightly.” 
(Vol. I, p. 214). The Minister of Finance could scarcely be 
expected to miss an opportunity of this kind. 

Last but not least there were presumably a great many 
people who speculated on a sharp increase in the liquor 
taxes and the imposition of a federal consumption tax on 
gasoline. In this connection it is to be observed that the 
Commissioners, whose constant theme is the inadequacy of 
the present provincial taxation base in relation to provincial 
financial responsibilities, had noted the heavy reliance neces- 
sarily placed by the provinces on revenues from liquor and 
gasoline taxes and had made it clear that these taxes must 
be levied at least so long as the present constitutional divi- 
sion of powers and responsibilities remained unaltered. The 
Dominion government would therefore have aggravated 
severely the financial difficulties of the province (and, in 
turn, its own difficulties) if it had imposed further taxes 
on these two commodities which are already taxed, in all 
probability, very nearly to the point of diminishing returns. 
It is therefore not surprising that it refrained from doing 
this. 


There would seem to be wide acceptance in 
Excess parliament and in the country of the principle of 
Profits drawing off, for the benefit of the state, the extra 

profits made by business during the war. The 
only serious point of controversy has been whether 100 per 
cent of those profits should be taken as in Great Britain, or 
75 per cent as proposed by the Minister of Finance. 

The administration of an excess profits tax whether it 
be 75 or 100 per cent is a difficult and indeed an invidious 
task, for such a tax may in some cases reduce the incentive 
to economy and efficiency and may encourage the diversion 
of a portion of increased revenues to non-productive ends. 
In other words, it invites the dissipation of resources on 
objects that are admittedly sub-marginal, at the expense 
of public expenditure upon objects of crucial importance. 
And at this juncture the country cannot afford any wastage 
in its resources in men, machines or materials. 
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There were some important enactments in the tax field, 
then, at the session of parliament which closed on 7th 
August. Elsewhere in this issue may be found the full 
text of The Excess Profits Tax Act 1940, which is regarded 
as a war measure, and the 1940 amendments of the Income 
War Tax Act which provide for the levy of a national de- 
fence tax. The Unemployment Insurance Act runs into thirty- 
six pages, and we publish this month a summary only of 
its more important provisions. 


What the Board of Trade in Great Britain has 
Export been doing in recent years for the exporter is 
Credit told in a very interesting way by F. Bradshaw 

Makin who has contributed to our pages on prev- 
ious occasions. The British export credits guarantee de- 
partment has proved its worth beyond doubt and is carrying 
on a most valuable work for the exporter. As Mr. Makin 
explains, the purpose of this organization is not to provide 
financial assistance to British exporters but rather to guar- 
antee immunity against loss arising from the insolvency 
of a foreign buyer and to assist them in inconveniences 
arising through undue delay in payment by reason of frozen 
debts. We refer our readers to his article in this issue. 
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RECENT TRENDS IN ACCOUNTING* 
By George 0. May, F.C.A., New York City 


7. I received the invitation to address you today I 
welcomed an opportunity to return to a field in which 
I was very actively interested in the early days of my 
professional career. 

My first venture into the field was in the audit of the 
accounts of the reorganized Atchison, Topeka & Santa Fe 
Railroad and the Louisville & Nashville Railroad for the 
year ending June 30, 1897. It was, of course, in connec- 
tion with the former that the examination of the accounts 
of the old Atchison was made by Mr. Stephen Little, which 
had a profound effect not only on the reorganization but on 
railroad accounts in general. 

I have been interested to refer to the certificate given 
to the accounts of the Louisville & Nashville Railroad. It 
was qualified as subject to the following remarks: 


Before arriving at the balance of Profit and Loss, Operating 
Expenses have been charged with Improvements and Betterments 
amounting to $546,570.87. On the other hand, a further charge 
of about $80,000.00 would be necessary to make full provision for 
maintenance of Equipment for the year. 


This illustrates the fact that failures to provide for capital 
exhaustion were at that time offset to a considerable extent 
by charging to income items which, in theory, might prop- 
erly have been charged to capital. 
. Even if I were in much closer touch than I am with cur- 
rent railroad accounting practice, I should not be so fool- 
hardy as to match my knowledge against yours on tech- 
nical railroad questions. I have therefore chosen as a topic 
for my discussion today the trends in general accounting, 
and shall only refer to railroad accounts in particular from 
time to time to illustrate the points which I am making. 
The trends in accounting may be considered under two 
heads: first, the substance of the accounting, and second, 
the form of presentation of accounts. Both phases of the 
question have been extensively discussed in recent years 
and important developments have taken place under the in- 
fluence, first, of the leading accounting societies and of the 





*An address delivered to the Accounting Division of the Associa- 
tion of American Railroads, White Sulphur Springs, West Virginia, 
18th June 1940. 


SEPTEMBER, 1940. 151 














THE CANADIAN CHARTERED ACCOUNTANT 


New York Stock Exchange, and later, of the Securities and 
Exchange Commission and other regulatory bodies. Since 
the question of form is important and offers less difficulty 
than that of substance, I shall discuss it first. 


Form of Accounts 

The outstanding developments of opinion in recent years 
in regard to the form of accounts are: the decline in the 
emphasis on the balance sheet; the great increase in the 
importance attached to the income account, and a growing 
recognition that these two statements do not together sup- 
ply all the information which those interested in a property 
ought to have. 

This has led to the presentation of analyses of changes 
in reserve accounts and an increasing use of some form of 
statement showing the resources which become available 
to the corporation during the year and the disposition made 
thereof. 

The question has also been raised whether general pur- 
pose accounts are adequate for all needs, or whether the 
necessity for special purpose accounts should not be more 
fully recognized. Some of you no doubt have read the re- 
cent address of Vice-President Haskell of the New York 
Stock Exchange in which he raised the issue whether rail- 
road accounts as prepared under regulation adequately meet 
the needs of those who buy and sell securities of railroads. 


The Balance Sheet 


Looking back, I find that the audit certificate of the 
Louisville & Nashville Railroad, to which I have referred, 
related only to the balance sheet and made no specific ref- 
erence to the income account. This was then and is still the 
practice in England, from which country the custom of em- 
ploying independent auditors was derived, though in the 
case of railroads the auditors are required to state whether 
in their opinion any dividends proposed to be paid have 
been earned. 

In recent years there has been some demand for a change 
in the form of the balance sheet or even for a substitution 
of some other form of statement, particularly in cases in 
which the current and working assets are of relatively 
minor importance. Railroads, of course, fall into this cat- 
egory, and I think there is a good deal to be said for a 
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change of some kind which would emphasize the historical 
character of the property and capital liability accounts. 
Most of you no doubt are aware that in England this object 
is achieved by furnishing two statements, one of which 
shows the receipts and expenditures on account of capital 
and the other, the miscellaneous assets, liabilities and re- 
serves of the company. 


The Income Account 

The importance of the income account lies mainly in the 
light that it throws on the way in which the property of 
the company has been administered, on the profits available 
for dividends, and on the value of securities issued by the 
corporation. 

Railroads have long given to their stockholders the more 
detailed information in regard to operating and income ac- 
counts which industrial companies have with few exceptions 
furnished only in the very recent past. Both classes of 
companies have at times made charges to profit and loss, 
or surplus, which had an important bearing on the inter- 
pretation of the income account. 

The question of allocation as between the two accounts 
has received much consideration in recent years and there 
is a tendency today to make less use of the profit and loss 
accounts and also to present the accounts in such a way as 
to bring out clearly their interdependence. I shall return 
to this question in discussing the substance of accounts. 

The question becomes of special importance when ac- 
counts for a period of years are to be presented, and some of 
you may be interested to examine the recent prospectus of 
the Elgin, Joliet & Eastern, in which an attempt was made 
to restate the accounts for a ten year period so as to be 
more enlightening to the prospective investor. 


Consolidated Accounts 

In general accounting, consolidated accounts of parent 
and subsidiary corporations have been customary for many 
years, but the practice has not been common among rail- 
roads. In recent years it has become increasingly recognized 
that such accounts have their imperfections as well as their 
uses. The basic theory of consolidated accounts was that 
they treated as a unit a group of corporations which, though 
separate, formed a part of a single economic unit. At one 


153 





THE CANADIAN CHARTERED ACCOUNTANT 


time it was thought that ownership of capital stock was 
sufficient to create economic unity, but it is now realized 
that the State has, through its powers of taxation, a fin- 
ancial interest, and through its general governmental pow- 
ers, a potentiality of control over the property and opera- 
tions of every corporation formed under its laws, so that 
corporations which are formed in different jurisdictions are 
lacking in important elements of economic unity. 

However, where the assets of a company consist largely 
of virtually complete stock ownership of other companies 
and a consolidated balance sheet is not provided, those 
interested in the corporation can get only a very imperfect 
view of its position and affairs. Today, we see a marked 
tendency to present accounts of the parent company as well 
as consolidated accounts. This is mandatory in reports to 
the Securities and Exchange Commission and I think the 
practice is likely to become more general in annual reports 
to stockholders. A notable new instance of such presenta- 
tion is that of the Standard Oil Company of New Jersey. 

I believe it would be desirable for many railroads to fur- 
nish such a consolidated statement in addition to the parent 


company accounts which they ordinarily now publish. 


Affiliated Companies 

This brings us naturally to the case in which one cor- 
poration owns a substantial interest and perhaps control of 
another, but in which its interest is not large enough to 
justify consolidation. The regulations of the New York 
Stock Exchange now require that in such cases the manner 
in which the profits and losses of the affiliated company are 
treated shall be clearly disclosed, and that a note shall 
appear on the accounts of the reporting company showing 
the amount of the holding company’s proportionate share 
of the undistributed profits or losses of the affiliated com- 
panies during the period. Some such requirement would 
seem to be called for in the case of railroads, many of which 
have very large interests of this character. 


Supplementary Statements 
Of the supplementary statements which have been gain- 
ing in favour in recent years the most important are an 
analysis of changes in reserves, and a statement of re- 
sources and their disposition such as the United States Steel 
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Corporation has published annually since its formation. The 
latter statement is particularly important as a reminder of 
the fact that wise dividend policy depends not only on the 
amount of book profits but also on the amount of available 
cash. Statements of the kind I have mentioned are, I be- 
lieve, comparatively seldom seen in annual reports of rail- 
roads. 
Arrangement and Nomenclature 

I think some improvement could be effected in the ar- 
rangement of the balance sheet and in the nomenclature of 
balance sheet accounts. The Supreme Court of Pennsyl- 
vania recently decided that a stockholder was not charge- 
able with knowledge of the meaning of the phrase “deferred 
charges,” which is almost universally employed in commer- 
cial accounting. While I question the justice of this de- 
cision, I suggest that such expressions as “deferred 
charges,” and “unadjusted debits and credits” should be 
avoided in accounts intended for laymen, or that at least 
an indication of the character of any important amounts 
included thereunder should be given. 

In railroad accounting, a reclassification of items now 
included in “unadjusted debits” and “unadjusted credits,” 
seems desirable. Provision for tax accruals, for instance, 
would more appropriately be included in current liabilities. 
In examining the statements of some of the larger com- 
panies I note that tax liability is in more than one case as 
much as one-third of the amount actually shown under the 
‘heading “current liabilities.” Other accounts representing 
accrued revenues or expenses should also be included in 
“current assets” or “current liabilities.” 

Another obvious suggestion is that depreciation and 
other specific reserves against assets should, as in commer- 
cial accounting, be deducted from the asset accounts in 
respect of which they are made. 

In general accounting the trend in recent years has been 
away from the practice of carrying a company’s own secur- 
ities as assets. This practice is, however, still followed by 
railroads, and reflects, perhaps, a traditional disposition to 
place emphasis on available resources and immediate obliga- 
tions as distinguished from assets and liabilities. 

Another technical usage which may be criticized from a 
lay standpoint is the use of the word “road” to mean not 
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only the road itself but appurtenances of every kind except 
equipment. 

In recent years it has become customary for current 
assets and liabilities to be stated first in the balance sheet, 
and it is interesting to note that the Interstate Commerce 
Commission in its regulations for motor carriers has adopted 
this change. 

In industrial companies’ reports there is today a con- 
scious effort to present the facts in a form which can be 
understood and interpreted by persons not familiar with 
business or accounting. This may be done either by changes 
in the formal accounts or, perhaps preferably, in statements 
supplementing these accounts. Railroads might well do 
more in this direction than they have hitherto done. The 
highly technical character of railroad accounts makes sup- 
plementary explanations especially desirable. 


Substance of Accounts 


I turn, now, to the substance of accounts. 

In any discussion of the principles, or rules, or proce- 
dures of accounting one is apt to find that there are three 
schools of thought. One, perhaps the smallest, believes 


that some fundamental principles can be evolved to which 
all accounting that is sound must conform. Another group 
takes the view that accounting is essentially practical; that 
the sole test of good accounting is to be found in the results 
achieved, the primary virtues being deemed to be conserv- 
atism and consistency. Between these two groups lies an- 
other which recognizes the practical nature of accounting; 
recognizes that accounts are a part of the machinery of 
business and finance, and that accounting cannot therefore 
be unchanging any more than methods of business and fi- 
nance are unchanging, but recognizes also the desirability of 
gradually developing some system of generally accepted 
postulates on which a consistent theory of accounting can 
be built up. 

The Committee on Accounting Procedure of the Amer- 
ican Institute of Accountants has adopted the last-mentioned 
view of the nature of accounting, and I think this is true, 
also, of the Securities and Exchange Commission, the great 
new influence which has been brought to bear in recent 
years on the question. Members of this school recognize 
that the content as well as the form of accounts may prop- 
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erly differ according to the purposes for which the accounts 
are required. 

Another broad line of cleavage is between those who 
think that balance sheets should reflect actual values and 
those who regard such a proposal as wholly impracticable 
and, in view of the subjective character of valuation, 
fraught with danger, and who insist that cost is the proper 
basis of accounting. The great majority of accountants in 
both the academic and the practising field belong to the 
latter school, though there are differences among them as 
to the extent to which valuation should be introduced into 
accounts where it appears that values are less than cost. 


Railroads have adhered closely to the cost basis, though 
where rates are involved, the theories of regulation which 
our lawyers have evolved make value, actual or conjectural, 
the dominant consideration. 

In discussing this question on another occasion, I said: 

The charge made by Jevons against Ricardo, that he “shunted 
the car of economic science on to a wrong line,” might perhaps 
with more justice be made against those who were responsible for 
bringing about the decision in Smyth vy. Ames. 

I have therefore welcomed the trend away from the 
value theory even for rate purposes which has recently de- 
veloped. As you are aware, the pendulum has swung wide- 
ly and public utilities are now being required to determine 
the cost of property not to themselves but to those who first 
dedicated it to the public service. This is an interesting 
phase of the distinction which students of accounting have 
always recognized between the accounts of an enterprise and 
the accounts of a person, legal or natural, carrying on that 
enterprise. Many interesting questions will necessarily 
arise in the interpretation and application of this rule. 

As I have indicated on other occasions, I believe that 
when we attempt to lay down rules for commercial account- 
ing the basic difficulties arise from four main considerations: 

(a) that profits are not in any real sense the result 
of operations during any short period of time—there- 
fore, allocation to any such short period must be in part 
conventional ; 

(b) that accounts are required for varied purposes, 
and that the same conventions are not always the most 
appropriate for all these different purposes, this being 
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particularly true of the treatment of items of unusual 

character or exceptional magnitude; 

(c) that, in general, there are two main criteria, dif- 
fering essentially in their character, for determining 
when income arises: 

(1) when it accrues, as in the case of interest; 

(2) when a transaction, or a series of transac- 
tions, is completed, as in the case of income from 
manufacture and sale. 

Of the two criteria, the first is theoretically preferable 

but of comparatively limited application, and in the great 

majority of cases, the second criterion is applied. Ob- 

viously, difficult questions arise as to what constitutes a 

series of transactions, the completion of which shall be 

deemed to give rise to income. 

(d) There is always a question how far the motive 
for entering into a transaction shall be allowed to influ- 
ence its accounting treatment. 

I have also suggested that the points at which these diffi- 
culties became most acute in commercial accounting related 
to: 

(1) inventories; 

(2) depreciation; 

(3) correction of estimates and charges and credits 
strictly relating to the accounts of previous periods, in- 
cluding the special case of the premature termination 
of useful life. 

In commercial accounting, the object is to bring gross 
income and the related costs (e.g., sales and cost of sales) 
into account at the same time. In the case of service com- 
panies such as railroads, there is not the same direct rela- 
tion between costs and revenues, and the point (c) men- 
tioned above does not arise in quite the same form. 


Cost or Market 


The problem of inventories is not important from the 
standpoint of a railroad. Since its inventories are not in- 
tended for sale or conversion into a salable form, they should 
be regarded as working rather than current assets, and 
there would seem to be no strong reason for insistence on 
the application to them of the principle of cost or market, 
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whichever is lower, which is so widely adopted in commer- 
cial accounting. 

However, the theory underlying the statement of in- 
ventories at cost or market is a matter of more general 
interest, and it may, therefore, not be amiss to allude briefly 
to some recent trends of thought on the subject. 


A recent monograph, which reflects, I believe, the 
thought of a group of accounting teachers developed over 
a period of years, would carry the idea of accounting as a 
process of matching costs against realization so far that it 
approves carrying inventories of goods intended for sale 
at cost, regardless of market value, up to the moment of 
realization. It seems to those of us who are engaged in 
practice that this concept of accounting needs to be modified 
at least so as to recognize that the object of business is to 
make profits, and that costs can properly be carried as 
assets only so long as they can fairly be expected to be 
recovered—in full, if not with a profit added. To the extent 
that they fall short of this standard they enter, in our view, 
into the category of losses. With the concept thus modified, 
the appropriate basis of inventorying becomes “recoverable 
costs.” If this modified concept were adopted, the formula, 
“cost to the extent that costs are believed to be recover- 
able,” might be substituted for the older one, “cost or 
market, whichever is lower.” 

There are many who would interpret “cost or market, 
whichever is lower” in other and more drastically conserv- 
ative ways, but discussion of their views would not, I think, 
be appropriate in this address. I believe, however, that the 
general line of thought which I have indicated will prove of 
interest to railroad accountants, even though the specific 
application of it to inventories is not important to them. 


Depreciation 


One of the most discussed questions in railroad account- 
ing during the twenties was whether property exhaustion 
should be accounted for as it was taking place or when it 
was completed and the property retired, and whether the 
charge to operations should be based on original cost or 
estimated cost of replacement. These form a part of the 
general question of depreciation. 

I am not going to enter upon a broad discussion of these 
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large questions. I participated in extended discussions of 
them with Professor H. C. Adams when he was drawing 
up the first classification of railroad accounts that became 
effective in 1907, and I have written extensively upon them 
in recent years. I shall only now allude to what seems to 
me one of the most difficult questions presented in any 
change from the retirement to the depreciation basis of 
accounting—that is, how the transition ought to be effected. 
I believe the adoption of the retirement method originally 
was in accordance with the accepted accounting, legal and 
economic views of the time, and that the rapid development 
of the railroads and other utilities which the people desired 
could not have taken place had the depreciation theory then 
been applied. Consequently, I feel that the community owes 
it to the utilities to see that the transition, if it is to be 
made, will not place unjust burdens on them. 

The importance and difficulty of the question has been 
recognized by many Public Service Commissions. If the 
depreciation deemed to have accrued at the time of initia- 
tion of the new scheme were required to be treated as an 
expense over a period subsequent thereto, an unfair burden 
would be imposed either on the utilities or on the consumers. 

In the case of railroad equipment, the depreciation 
deemed to have accrued prior to 1907 (when the first classi- 
fication became effective) was gradually absorbed through 
charges to profit and loss as equipment was retired, up to 
1st January 1935; it is now being charged against depre- 
ciation reserves. If the depreciation scheme should be ex- 
tended to other property, I do not think the depreciation 
deemed to have accrued at the time of the change could, 
as a matter of justice or practicability, be similarly dealt 
with. The alternative would seem to be to carry this ac- 
crued depreciation permanently in a nominal suspense 
account, an obviously unsatisfactory solution. The difficulty 
thus presented has always seemed to me to be a strong argu- 
ment against making the change. 

Some theorists insist that the present difference in treat- 
ment of equipment and of other property is indefensible, 
but it seems to me clearly defensible on both historical and 
practical grounds. Indeed, the case of property which ef- 
fectively goes out of service without being actually 
scrapped, constitutes one of the weakest points in a system 
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of accounting on the basis of completed transactions and 
a strong argument for a depreciation scheme such as does 
not apply to property which must either be maintained in 
efficiency or retired. 

I welcomed the change in treatment which took place 
in 1935 as a result of which the whole cost, less salvage, of 
units retired is now charged to depreciation reserve. You 
will understand my pleasure at the change when I read the 
following quotation from a letter which my firm addressed 
to Professor H. C. Adams on 30th April 1908: 


It is clear that a Depreciation Fund properly constituted is 
necessarily based on averages; that in assuming, say, 20 years 
life for a unit it is not expected that every unit will last 20 years, 
but that some will drop out long before that period is reached, 
and others will last a good deal longer, quite apart from the ques- 
tion of renewal expenditures already considered. Hence, any unit 
dropping out before the average life is reached should be chargd 
off, not to Operating under the head of Renewals, but to the De- 
preciation Fund created for this express purpose; otherwise, 
Operating will be overcharged when such cases arise, unless, of 
course, the provision for Depreciation is calculated on the basis, 
not of the average, but of the maximum life of the equipment. 


Delayed Credits and Debits 


There has been much discussion in recent years of the 
proper treatment of corrections of previous estimates and 
of charges strictly applicable to operations of previous 
years. Opinions expressed have depended to a large extent 
on the view taken of the purpose of accounts, and particu- 
larly of the income account. This account may, as already 
noted, be regarded as a guide to dividend policy, as an in- 
dication of capital value, as evidence of the quality of man- 
agement, or in the case of public utilities, as throwing light 
on the reasonableness of rates. The unique theory of regu- 
lation which we have developed makes special purpose 
accounts necessary in the last-mentioned case, and I shall 
not, therefore, consider it further. 

From the standpoint of dividend policy the continuity of 
accounting is clearly of the first importance. The amount 
that became available for dividends during a year may be 
said to be the total available up to the end of the year, less 
the amount which has been taken up as available prior to 
the commencement thereof. The Executive Committee of 
the American Accounting Association (representing main- 
ly accountants engaged in the academic field), in a bulletin 
issued in 1936 regarded this continuity as the dominant 
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consideration; therefore, they favoured treating all correc- 
tions of past estimates and all extraordinary charges and 
credits as forming part of the computation of income for 
the year. 

The appropriateness of this procedure when the income 
account is used as a guide to capital value or managerial 
efficiency is obviously highly questionable. Moreover, there 
is an older view of the question from the standpoint of 
dividend policy which demands consideration. This view 
recognizes that any assignment of income to a particular 
year is at best arbitrary and provisional; that the income 
for a year is dependent in part on events which may occur 
in the future and that most businesses experience from time 
to time extraordinary losses which cannot reasonably be ex- 
pected to be met out of the income of a single year. There- 
fore, not all the apparent income for a year should be re- 
garded as divisible, but a part should be set aside in every 
normal year to be held in reserve to meet (a) charges which 
may arise in the future out of operations of the year; and 
(b) extraordinary losses and charges not of an annually 
recurring character. The accounts should be framed so as 
to show clearly the amounts so set aside, and in addition 
to an income account there should be presented each year 
an account showing the amounts set aside in the past (in 
specific reserves or general surplus), and any charges made 
thereagainst. 

Upon this view of the nature of the income account, 
extraordinary credits, like extraordinary charges, should 
be excluded from the income account or if credited thereto, 
immediately transferred out and added to the provisions 
made for extraordinary losses and expenses. 

The objection most commonly offered to this procedure 
is that its successful operation is too largely dependent on 
the judgment and particularly the good faith of the man- 
agement responsible for the accounts. But if the facts are 
required to be fairly disclosed; if consistency is insisted 
upon, and if auditors are made responsible for the observ- 
ance of consistency and for seeing that the judgments are 
at least reasonable, this particular phase would seem to be 
a comparatively minor phase of the investor’s dependence 
on the efficiency and honesty of management. 

On the whole, I believe such a concept of the income 
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account will prove to be the most useful and practical in 
what have been called “general purpose accounts.” It, of 
course, implies the free use of provisional estimates (or, 
as they are commonly called, specific reserves), and for cor- 
rection of those estimates as new evidence makes correction 
possible. 

Even those who insist on all losses and expenses being 
charged to income, recognize that the significance of a 
single figure of net income is liable to be impaired by this 
procedure. The bulletin to which I have referred suggested 
that the income account should be divided into two sections, 
and that “substantial” adjustments relating to prior years 
should be shown in the second section. 

The basic difficulty is that the income account is expected 
to serve too many purposes, and that it cannot serve them 
all equally well in all circumstances. Perhaps the best that 
can be done is— 

(1) to anticipate so far as possible by the use of 
estimates or reserves, charges that may arise in future 
years; 

(2) to absorb in current income accounts any over- 
lapping items not so anticipated, unless they are quite 
exceptional in size or character; and 

(3) to bring the income and profit and loss (or sur- 
plus) accounts closer together—perhaps in the form of 
a continuous statement, so as to minimize the danger 
of the significance of charges to profit and loss being 
overlooked. 


Extraordinary Charges and Credits 

The treatment of losses which, though relating to the 
operations of a year, are extraordinary and not regularly 
recurrent (such as the flood losses in the Ohio and Missis- 
sippi Valleys in 1936)—is another difficult problem. 

Since making profits in prosperous times entails remain- 
ing in business through unprosperous times, the most ap- 
propriate procedure would seem to be to establish reserves 
for such losses (which experience shows are likely to exceed 
extraordinary profits) by annual appropriations. Where ex- 
perience enables the average annual value of the hazard to 
be estimated (as in self-insurance against fire), the pro- 
vision should be systematically made through operating 
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accounts, and losses when incurred should be charged di- 
rectly to the reserve. Where this is not possible, the pro- 
vision may vary according to the profitableness of opera- 
tions. In this case, losses when incurred should perhaps 
be charged against income and offset by transfers from the 
reserve. Such a procedure is, however, not common today 
in either industrial or railroad accounts. 


Abnormal Years 


Discussion of the case of extraordinary charges in a 
normal year brings up the question of ordinary charges in 
an abnormal year. I do not think any precedent can be 
found in general accounting practice for the procedure indi- 
cated in the following quotation from Statistics of Railways 
an the U.S. (1933): 

During 1933 a large amount of retirements and some repairs, 
ordinarily charged to operating expenses, were, with the permis- 
sion of the Interstate Commerce Commission, charged to profit and 
loss. This is reflected principally in the account, “Delayed income 
debits,” in statement no. 33. The amounts charged to this ac- 
count have varied as follows in recent years: 


BOBE i; (ARES Sskcenseibiussssnd $ 6,049,545 
RRB Eee sisdcsecss cans eauee 7,369,919 
SRN GEDBD GicC a vocwincwe ennai 37,616,254 
OR Ri BOA LU viecakasataasuwss 65,629,895 
Set, SEE, NE assoeenawae ....- 28,439,318 
BOGE BE AOOS oia6.a 505 a55 OSes ox 42,779;220 


It cannot be said that the operating expenses of 1933 were 
understated by these amounts because they are not necessarily 
related to the operations of the particular year in which they hap- 
pen to come to light. The charges for maintenance in total were 
undoubtedly subnormal and the net railway operating income was 
consequently overstated in 1932 and 1933, and it is also possible 
that the reverse was true in some of the preceding prosperous 


years. 

Such a departure from accounting practice could not be 
permitted except under the sanction of an authority inde- 
pendent of the management and empowered to decide what 
is in the public interest rather than in the interest of private 
owners. Similar emergency action has, of course, been 
taken under statutes regulating financial corporations that 
called for valuation of securities at their market value. 
Such corporations have more than once been ordered to 
carry their securities at arbitrary figures far in excess of 
realizable values. Other precedents are the authorizations 
by public service commissions of the treatment of losses 
admittedly already incurred and ascertained as deferred 
charges to future operations. 
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I do not mention these actions to question the judgment 
of the urgency of the situations that they reflected. Some 
or all of them may have been necessary or desirable in the 
long view to preserve the equities between public service 
corporations and consumers or for other valid reasons of 
public policy. I refer to them because no appraisal of ac- 
counting during the last decade, or of recent trends would 
be adequate if it failed to take note of them. Certainly 
they lend strong support to those who insist that doctrinal 
views of accounting necessarily based on postulates laid 
down by the authors, not on inexorable principles, should 
not be allowed to obscure the practical nature of the prob- 
lems under consideration. 


Investment Income and Losses 

As I have indicated, wise accounting calls for reserves 
in advance of the ascertainment of loss in cases in which 
the recoverability of expenditures is doubtful. Those who 
adhere rigidly to the idea of completed transactions as the 
basis for accounting entries are apt to oppose the establish- 
ment of such reserves and to argue that it is inconsistent 
to anticipate losses of the kind involved and not to antici- 
pate corresponding gains. 

In view of the magnitude of the investment of railroads 
in stocks of other companies it is worth while to draw at- 
tention to two important facts: first, that the real source 
of income to the stockholder is the earning of a profit by 
the corporation in which he holds stock, and that, converse- 
ly, a loss to the corporation is a loss to the stockholder; 
second, that there is no form of “completed transaction” 
by which the loss becomes “‘realized” similar to the dividend 
by which the profit is realized. In view of these facts, the 
ignoring of undivided profits and losses of companies in 
which a corporation holds stock is not the perfectly balanced 
consistency in treatment which many people suppose it to 
be. 

The question presents somewhat different features ac- 
cording as stock holdings represent (a) complete or prac- 
tically complete equity ownership; (b) control but not com- 
plete ownership; (c) a small minority interest. I have re- 
ferred to the methods of meeting the problem in the first 
two cases in the form of accounts, by the issue of con- 
solidated accounts or explanatory notes. I suggest, how- 
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ever, that in the actual accounting of the owning corpora- 
tion provision should be made for its share of losses of 
owned or controlled companies in excess of its share of 
undivided profits of other such companies, particularly if 
dividends are being received from similar companies and 
being currently credited to income account. I do not think 
that current opinion or practice would call for similar action 
in the case of small minority interests, but I think there is 
reason to expect that such a procedure will come to be 
favoured wherever the amounts involved are substantial. 
Provisions for losses on advances should be made for reasons 
similar to those outlined in relation to stock investments. 

Point is lent to these comments by the fact that in Jan- 
uary, 1940 a single railroad company made a reserve of no 
less than $150,000,000 to cover prospective losses that had 
been accumulating on investments and advances over a 
period of years. 

I am perhaps anticipating, rather than reporting a trend, 
when I suggest that such losses should be analyzed so as 
to show to what extent they reflect losses of the affiliated 
companies from operations and how far they are made up 
of declines in the capital value of the enterprise owned by 
the affiliate, such as the railroads have themselves suffered. 

The first class of losses would have been reflected in the 
case of wholly owned companies in consolidated accounts, 
and in the parent company’s accounts would be an adjust- 
ment of previously reported income. The decline in capital 
value resulting from loss of earning capacity is of a wholly 
different character economically and in my view has noth- 
ing to do with income determination. This view is not, I 
admit, universally nor perhaps even generally accepted to- 
day, but I believe that the importance of distinguishing be- 
tween the two kinds of losses will be increasingly recognized 
in the years to come. The failure to distinguish between 
the corresponding two kinds of profits was one of the factors 
in the fantastic rise in market values in the late twenties. 

Provisions for loss on bad debts arising from operations 
stand on a different theoretical basis but are even more 
clearly called for. Such provisions are really corrections of 
estimates of income made in prior periods. Income was 
estimated on the assumption that collection would be made; 
when it becomes clear that the assumption was unwar- 
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ranted, correction of the estimate on the basis of the best 
evidence available should be made. 


Discount on Bonds 


In the bulletin issued in September, 1939, the Commit- 
tee on Accounting Procedure of the American Institute of 
Accountants, in the course of discussion of the treatment of 
discount on bonds, said: 


Present-day treatment recognizes that on an issue of bonds 
the amount agreed to be paid (whether nominally as interest or 
as principal) in excess of the net proceeds constitutes the com- 
pensation paid for the use of the money. 

Until the early days of the century, it was common to regard 
such discount as being a capital charge; and when unsoundness of 
this treatment was recognized, alternative methods of treatment 
became accepted, under one of which the discount was distributed 
over the term of the issue, and under the other, the discount was 
charged immediately against surplus, the latter being regarded 
generally as the preferable course. 

This committee is of the opinion that the treatment of such 
discounts as a part of the cost of borrowed money in the annual 
income account of the company to be distributed systematically 
over the term of the issue is the sound accounting procedure, and 
it believes that this view is shared by the overwhelming majority 
of present-day accounting authorities. The anticipation of this 
income charge by a debit to income of a previous year or to sur- 
plus has in principle little more justification than would a cor- 
responding treatment of coupons due in future years. 


The Committee regarded the change of opinion on this 
question as indicating a general alteration of viewpoint of 
far-reaching importance, and in expressing its opinion on 
the specific question under consideration (the treatment 
of discount on bonds refunded) said: 


In the opinion of the committee, there is a definite trend of 
opinion towards procedures which emphasize the income account 
rather than the balance-sheet and which bring costs into the in- 
come account of some year or years under the appropriate head 
rather than directly into surplus. 


Public service commissions recognize the alternative 
treatments. The Securities and Exchange Commission, in 
a recent case, spoke of amortization as “the more generally 
accepted practice,” and the charge to profit and loss (sur- 
plus) as a “practice which has some support,” adding: 


Investors should appreciate that a debit of this nature, al- 
though appearing on the asset side of the balance sheet, does not 
represent tangible or realizable values. Amortization of such an 
item results in a charge to current income with the result that, 
if operations are not carried on at a loss, an amount of assets 
equal to the charge is retained in the business so that in effect 
a real asset is substituted for the deferred charge. Such charges 
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should equal the amount of the discount at the maturity of the 
issue. 


Tax practice recognizes only the amortization method, 
and the trend is, I think, decidedly in favour of that method. 
Disposition of discounts by charge against capital surplus 
which is now generally condemned is not, I think, found 
in railroad accounting. 


Revaluations 


Among the major problems that have arisen in general 
accounting in the last decade have been those resulting from 
the use or abuse of capital surplus accounts created either 
by capital readjustments or revaluations of property. The 
limitations on the proper uses of such accounts are, I think, 
fairly generally recognized, and accounting correspondingly 
improved. So far as I know, these problems have seldom 
arisen in the railroad field, and I shall not discuss them. 


There are many other points on which I might have 
touched, but what I have said will, I think, make it clear 
that accounting thought has undergone important develop- 
ments and clarifications in recent years. The basic problems 
of reconciling the conflicting demands for uniformity and 
for flexibility, for theoretical consistency and for practically 
wise procedures have by no means been fully solved, but 
there has been a greatly increased understanding of the 
nature of accounting and of the difficulties to be overcome, 
and this must surely lead to steadily improving practice in 
the future. Recent laws have placed direct responsibilities 
in such matters on accounting officers of corporations as well 
as on practising accountants, and have thus strengthened 
their hands in securing objective determinations on the 
questions which arise. For those who, like yourselves, have 
long been subject to direct regulatory authority, the position 
has changed to a less extent. I hope, therefore, that these 
comments from one who has been engaged in the more 
general field, may be of some interest and value to you. 
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BAD HABITS IN EXAMINATIONS 
(Contributed) 


_— the hue and cry which sometimes follows the hold- 

ing of an examination, one may well realize that the 
anonymity of the examiner is designed primarily for the 
protection of his person. “I’d like to get my hands on the 
fellow that set that paper,” mutters the exhausted student, 
“he ought to be shot.” 

Unfortunately, at times the student has some grounds 
for his exasperation, but it should be a consolation to him 
to know that if the paper has been ambiguous or too long, 
the examiner is in for a bad time correcting the answers. 
The great majority of papers set in accounting examina- 
tions are, however, reasonably free of ambiguity and sus- 
ceptible of being completed comfortably within the time 
allotted. Why. is it, then, that on every paper a sizable 
proportion of candidates fail to complete their answers 
within the time limit? A scrutiny of the papers submitted 
suggests that the answer lies to a large degree in the 
prevalence among candidates of certain bad habits, the cor- 
rection of which would lead to a marked reduction in 
failures. An astonishing number of students seem, almost 
deliberately, to go out of their way to make things difficult 
for themselves and, needless to say, this does not ease the 
task of the examiner. 

Apart from the labour of reading the papers, the ex- 
aminer’s main difficulty is in connection with what might be 
called the “border-line cases.” These are papers where a 
student has not clearly earned a pass but has shown signs 
of ability and intelligence in one or two questions and gone 
badly off the track in the others. This wandering astray 
usually follows one of several well-defined patterns. Some- 
times it is deliberate but more often it is due to haste and 
the tendency to start writing before the question has been 
properly understood. As the examinations are not con- 
ducted for profit and no one wants either to write or correct 
more examinations than may be necessary, it would appear 
in the interest of all concerned to catalogue some of the 
pitfalls into which candidates commonly stumble. 


Answering Unasked Questions 


Strangely enough the most frequent fault is answering 
questions which are not asked. There is a story of a divin- 
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ity student who, confronted with a paper he could not 
answer, wrote “I can’t answer any of the questions on the 
paper, but the following are the kings of Israel.”” Accord- 
ing to the tale, his list of forty kings being correct, he was 
given a pass. That sort of thing will not do in an account- 
ing examination, and even a recital of the names of the 
past presidents of the Dominion Association will not coax 
fifty marks out of the modern examiner. The student who, 
being asked to list the books of account of a business, pro- 
ceeds to deal with the requirements of internal check and 
describes in detail the filing of sales orders and invoices, 
obviously is not going to finish the paper. Asked for a 
summary of the important operating ratios of a business 
for a period of years, an unfailing proportion of candidates 
prepare beautifully draughted balance sheets and then add 
a note “no time to finish this question.” The remedy for 
this is obviously reading the question carefully and taking 
the examiner literally. 

As an example of this particular failing, the following 
question and answer are illuminating: 

Question: Outline briefly the manner in which you would or- 
ganize the year-end count of the securities of a bank. The work 
will take three days and require about six men. The securities 
—— in a special vault room and may not be removed there- 
From the data given, it is pretty clear that the examiner 

wants to be told of the practical necessities of such a count, 
among which would be maintaining control of the secur- 
ities during the count, adequate supervision by the bank’s 
representatives, division of the work among the staff, as 
well as the obvious precautions to be taken in the actual 
scrutiny of the stocks and bonds. A bright student will 
realize that a bank will have customers’ securities pledged 
as collateral in its possession and will refer to the necessity 
of guarding against their being accepted as the bank’s own 
property. A sample of the type of answer we are discussing 
might, however, read as follows: 


Answer: I would attend the security vault at 9 a.m. and ex- 
amine every security on hand, listing all the serial numbers. I 
would then take the list to the bank’s ledgers and compare it care- 
fully, noting all differences. Stocks and bonds are kept in a 
special ledger with columns to record the income received as well 
as the original cost. It is very important to see that all the 
year’s income has been received which is done in the following 
manner,.... (there follows a lengthy description of the procedure 
for verifying the revenue). With regard to mortgages it will be 
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necessary for me to send out confirmation letters with stamped 
return envelopes enclosed. Before mailing, these confirmations 
should be compared with the ledgers of which a trial balance 
should be secured and retained by me. I would personally seal 
and mail the notices and the envelopes would bear a notice to the 
postmaster asking that in the event of non-delivery they should be 
returned to me. All undelivered notices should be carefully fol- 
lowed up, etc. 


Comment on the above is truly superfluous, but as an 
example, other examiners, at least, will admit that it is 
not overdrawn. 


Long Distance Running 

Many students make a long paper even more difficult 
by neglecting the obvious means of condensing their an- 
swers. The methods employed by students to stretch out 
their answers are familiar to all examiners. As one put it 
recently, “The long papers I got were written either by a 
few who knew their work so well they didn’t need to stop 
to think or by those who kept writing because they didn’t 
dare to stop and think.” As extravagance of time and 
paper may be fatal to the student, a brief description of 
the commoner faults should be of some value. 

Probably the greatest time-waster is the practice of 
writing into the answer all the information given in the 
question itself. Frequently the candidate attempts to “gild 
the lily,” and the examiner is faced with a recital of the 
circumstances he originally concocted, but embellished and 
set out in at least three times the number of words he 
himself employed. This takes a lot of time and gets no 
marks. 

The use of notes is such an obvious method of saving 
time and space that one would expect to find it generally 
employed, but most students seem reluctant to write any- 
thing less than an essay. Notes usually appear on a paper 
only when the student has heard the final whistle and 
strives to pick up a few marks by hastily indicating his 
general plan of attack on an unanswered question. The 
one place not to use the note form is where the question 
calls for a letter or report. Where this is asked for, the 
examiner wants to test ability of expression and the stu- 
dent should actually compose the report as required. 

Just as some students will not answer the question 
asked, others refuse to believe that the question is as easy 
as it looks and before answering insist on amending and 
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complicating the question. In a recent paper the examiner 
had set his question to work out in even figures by using 
an income tax rate of 20% which was given in the question 
as the prevailing rate. One student wrote “you have over- 
looked the recent increase in the rate of the provincial tax 
which makes the total rate now 2214%.” The examiner 
was hurt by this gross ingratitude and as his prepared 
solution was rendered useless he had to spend ten minutes 
extra going over this one question in detail. 

Under this head fall unsolicited and unwarranted as- 
sumptions which waste vast quantities of time. Students 
addicted to this habit, given any comparative statements, 
will busily invent reasons for the variation of every single 
item, whether they are asked for it or not. Thus when 
accounts receivable are shown to have increased, “Fire the 
credit manager,” or “The sales department is selling unde- 
sirable credit risks,” shout these candidates. 


Combative Tactics 

Apart from the dubious wisdom of quarreling with the 
examiner, the development of any worthwhile castigation 
takes time and does not often earn marks. Taking time 
off to tell the examiner a thing or two is not exclusively 
a device of the desperate and it is always dangerous. 
Almost equally disturbing to the examiner is the student 
who takes the opportunity of airing his social philosophy. 
While the “unsolved riddle of social justice” is a fascinating 
topic, nothing that a candidate may say about it in an 
accounting examination is likely to swerve the examiner 
from the strict performance of his duties. 


General Standard High 

It would be ungracious to conclude what may look like 
a catalogue of the grievances of an examiner without re- 
ferring to the many excellent papers which he receives. 
Speaking generally, the standard of the Canadian students 
is commendably high and there is evidence of steady im- 
provement. Now with the adoption of uniform examina- 
tions across the Dominion and the attention being paid to 
a standardized syllabus of education, no lag need be ex- 
pected in that process of improvement. 
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ECONOMIC NOTES 


Editor’s Note: This is another in a series of notes on economic 
subjects by Professor McQueen of the University of Manitoba. 


Sp eeneiamaiger was made recently in these notes to the 
hearings of the Temporary National Emergency Com- 
mittee in Washington during the course of which an inter- 
esting argument developed. That argument concerned the 
question whether or not the United States had reached the 
end of a period of economic expansion and whether there 
was any reason to believe she would ever again experience 
that rate of expansion which had characterized her econ- 
omic life for over a century. The argument was significant 
because the rate of investment is intimately related to the 
rate of growth and it is clear that it is the investment-goods 
industries which have been the problem of the last decade. 
Those who argued that the rate of expansion had perman- 
ently declined also argued that the problems of the present 
and the future would be very different from those of the 
past and that we must radically re-adjust our thinking if 
we are to deal intelligently with them. We can agree with 
this point of view to the extent that to regard the post 
1930 troubles as nothing more than the downward phase 
of our old familiar friend the business cycle would be to 
gravely misunderstand the situation. How much further 
than this we can safely go is still an open question among 
the academics. 

An interesting discussion of a problem related to this 
line of thinking occurs in a recent contribution by Prof. 
A. F. W. Plumptre of the University of Toronto.t In dis- 
cussing the passing of the gold standard he asks why the 
major countries of the world either deserted the gold 
standard or maintained it in such an attenuated form that 
it no longer merited the designation. After a wonderful 
nineteenth century when one of the outward signs of in- 
ward grace in nations was their adherence to the gold 
standard, the nations of the world in the third decade of 
the twentieth century all suddenly lapsed from their prev- 
ious faith. The professor affirms that the gold standard 
came to end when the system of economic laissez-faire 
came to an end. Government regulation and intervention 





1Canadian Investment and Foreign Exchange, ed. J. F. Parkinson, 
Toronto, 1940, pp. 49-55. 
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during the first world war became necessary and while in 
1925-31 the gold standard made a brief re-appearance it 
was “rather a corpse of its former self for its fundamental 
spirit—the life of laissez-faire—was lacking.” The events 
after 1931 saw the gold standard completely ousted in a 
world of exchange controls, quotas and barter agreements. 

All of this of course raises the question of why the 
“fine careless rapture of laissez-faire was lacking.” The 
professor does not pursue this topic explicitly but one might 
guess that he too would be prepared to agree that there has 
been a great change in things and in thinking in recent 
years and that some things in economics have become for- 
ever different. The end of laissez-faire is the end of an 
era and that era was one of economic expansion. And the 
mere fact that the rate of growth has declined even while 
it has not at all disappeared has far-reaching consequences. 
The war may mask these consequences but they will re- 
appear with delayed but reinforced strength when the war 
is over. To postpone the consequences of this decline in 
the rate of world economic expansion by fighting another 
world war will only aggravate post-war problems. 

As one reads the Rowell-Sirois report one feels too that 
perhaps federalism works best when “the fine careless rap- 
ture of laissez-faire” was not lacking. As long as economic 
activity in all parts of Canada was expanding we grew up 
to our mistakes and slid through our problems on a lub- 
ricant of profits and expanding frontiers. When the rate 
of expansion declines internal strife between regions gets 
more acute and we get to quarrelling about bigger pieces 
of a pie of given size rather than in making a bigger pie 
for everybody to divide. When this happens federal ma- 
chinery begins to creak and the puny potentates of paro- 
chial regionalism have their day. 

This decline in the rate of economic growth is a con- 
cept worth considering for it conceivably has significant 
consequences. The chartered accountants of Canada have 
been faithful servants of the expanding era but it is clear 
that the problems of the future will be different than those 
of the past and we are entitled to look to the profession 
for some professional guidance in the solution of these prob- 
lems. 

R. McQUEEN. 


19th August 1940. 
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NEW LEGISLATION RESPECTING TAXATION— 
DOMINION AND PROVINCIAL 


Editor’s Note—In the issues of last April, May, June and August 
we published summaries of the 1940 amendments of tax acts of the 
provinces of Alberta, Ontario, Manitoba, Nova Scotia, Saskatchewan, 
Prince Edward Island, New Brunswick and Quebec. The 1940 session 
of the legislature of British Columbia will not be held until the Fall. 
We publish below the complete text of The Excess Profits Tar Act, 
1940, and the 1940 amendments of the Income War Taz Act passed by 
the Dominion parliament which closed on 7th August. 


(a) The Excess Profits Tax Act, 1940 
4 George VI, 1940 
CHAPTER 32 


The Excess Profits Tax Act, 1940 
[Assented to 7th August 1940] 


IS Majesty, by and with the advice and consent of the Senate and 
House of Commons of Canada, enacts as follows:— 


SHORT TITLE. 
1. This Act may be cited as The Excess Profits Tar Act, 1940. 


INTERPRETATION, 


2. (1) In this Act and in any regulations made under this Act, 
unless the context otherwise requires, the expression,— 


(a) “Board of Referees” means the Board appointed under and 
by virtue of section thirteen of this Act; 

(b) “capital” means capital as computed in accordance with the 
First Schedule of this Act; 

(c) “excess profits” means that portion of the profits of the tax- 
payer in excess of the standard profits; 

(d) “fiscal period” means the period for which the accounts of 
the business of the taxpayer have been or are ordinarily 
made up and accepted for purposes of assessment under the 
Income War Taz Act, and in the absence of such an estab- 
lished practice the fiscal period shall be that which the tax- 
payer adopts: Provided, however,— 

(i) that such fiscal period shall not in any case exceed 
a period of twelve months; and 

(ii) that if a taxpayer purports to change his or its usual 
and accepted fiscal period the Minister may in his discretion 
disallow such change if he is satisfied that the said taxpayer 
is thereby avoiding or minimizing taxation under this Act; 

(e) “person” includes any body corporate and politic and any 
partnership, association or other body, and the heirs, executors, 
administrators and curators or other legal representatives of 
such person, according to the law of that part of Canada to 
which the context extends; 
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(f) “profits” in the case of a corporation or joint stock company 
for any taxation period means the amount of net taxable 
income of the said corporation or joint stock company as 
determined under the provisions of the Income War Taz Act 
in respect of the same taxation period; 

(9) “profits” in the case of a taxpayer other than a corporation 
or joint stock company, for any taxation period, means the 
income of the said taxpayer derived from carrying on one or 
more businesses, as defined by section three of the Income 
War Tax Act, and before any deductions are made therefrom 
under any other provisions of the said Income War Tax Act; 

(h) “standard period” means the period comprising the calendar 
years one thousand nine hundred and thirty-six, to one 
thousand nine hundred and thirty-nine, both inclusive, or the 
fiscal periods of the taxpayer ending in such calendar years 
or those of such years or fiscal periods since January first, 
one thousand nine hundred and thirty-six, during which the 
taxpayer was carrying on business; 

(i) “standard profits’ means the average yearly profits derived 
by a taxpayer in the standard period from carrying on the 
same general class of business as the business producing the 
profits in the year of taxation, or the standard profits as de- 
termined in accordance with section five of this Act: Provided, 
however, that losses incurred by the taxpayer during the 
standard period shall not be deducted from the profits in the 
standard period but the years or fiscal periods when such 
losses were incurred shall nevertheless be counted in deter- 
mining the average yearly profits during the said standard 
period. 

(2) Unless it is otherwise provided or the context otherwise re- 
quires expressions contained in this Act shall have the same meaning 
as in the Income War Taz Act, and definitions contained in the said 
Income War Tax Act shall apply in this Act. 


CHARGING PROVISIONS 

3. In addition to any other tax or duty payable under any other 
Act, there shall be assessed, levied and paid upon the annual profits or 
upon the annual excess profits, as the case may be, of every person 
residing or ordinarily resident in Canada, or who is carrying on busi- 
ness in Canada, a tax as provided for in the First Part of the Second 
Schedule to this Act, or a tax as provided for in the Second Part of 
the said Schedule, whichever tax is the greater. 


STANDARD PROFITS 


4. (1) The Minister may in his discretion make the following 
adjustments in the standard profits of a taxpayer: 

(a) adjust the standard profits to the basis of a fiscal period or frac- 
tion thereof comparable in length with the fiscal period or fraction 
thereof of the year of taxation; 

(b) adjust the standard profits, by reference to any increase or de- 
crease in capital contributed or withdrawn, to such a basis that 
the capital employed during the standard period is comparable 
with the capital employed during the taxation period; 

(c) adjust the standard profits of taxpayers engaged in the opera- 
tion of gold mines or oil wells having regard to any substantial 
increase or decrease in volume of production in the year of taxa- 
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tion as compared with the average volume of production during 

the standard period; 

(d) adjust the standard profits by reference to any increase or de- 
crease in depreciation allowances or other charges to such a basis 
that the said charges during the standard period are comparable 
with similar charges during the taxation period. 

(2) On the application of a taxpayer who acquired his business 
as a going concern after January first, one thousand nine hundred and 
thirty-eight, if the Minister is satisfied that the business carried on 
by the taxpayer is not substantially different from the business of his 
or its predecessor, he may direct that the standard profits of the said 
predecessor may be taken into account in ascertaining the standard 
profits of the said taxpayer. 


5. (1) If on the application of a taxpayer the Minister is sat- 
isfied,— 

(a) that there were no profits in the standard period because the 
taxpayer was carrying on business at a loss or that the profits 
of the standard period were so low that it would not be just to 
ascertain the standard profits of the taxpayer by reference to such 
profits because either the business is of a class which during the 
standard period was depressed or because the business of the tax- 
payer was for some reason peculiar to itself abnormally depressed 
during the standard period when compared with other businesses 
of the same class, or 

(b) that there were no profits in the standard period because the 
taxpayer was not carrying on business during such period, or that 
the profits of the standard period were so low that it would not 
be just to ascertain the standard profits of the taxpayer by refer- 
ence to such profits because the business of the taxpayer was not 
in operation prior to January first, one thousand nine hundred 
and thirty-eight. 

he may direct that the standard profits shall be ascertained by the 
Board of Referees as if the profits of the standard period were of 
such greater amount or such amount as they think just; provided that 
the decision of the Board shall not be operative until approved by the 
Minister, whereupon the said decision shall be final and conclusive. 

(2) The standard profits ascertained by the Board, as provided in 
subsection one, in the case of taxpayers mentioned in paragraph (a) 
thereof, shall not exceed an amount equal to interest at such rate as 
the Board shall determine, not being less than five nor more than ten 
per centum per annum, on the amount of capital of the taxpayer 
computed by the Board in its sole discretion in accordance with the 
First Schedule to this Act. 

(3) The standard profits ascertained by the Board as provided in 
subsection one, in the case of taxpayers mentioned in paragraph (b) 
thereof, shall be ascertained by the Board in its sole discretion at an 
amount which represents a rate of return on the capital employed by 
the taxpayer equal to the average rate of return during the standard 
period of taxpayers in similar circumstances engaged in the same 
or an analogous class of business: 

Provided however, that in the case of taxpayers engaged in the 
operation of gold mines or oil wells which have come into produc- 
tion after January first, one thousand nine hundred and thirty-eight, 
the amount of standard profits shall be ascertained on the basis of a 
presumed volume of production during the standard period equal to 
the volume of production of the taxpayer in the taxation year and a 
presumed selling price for the product during the standard period 
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equal to the average selling price of the said product during the stand- 
ard period. 


DEDUCTIONS FROM PROFITS 


6. (1) A corporation or joint stock company taxable under the 
Second Part of the Second Schedule to this Act shall be entitled, in 
respect of any taxation period, to deduct from profits the following: — 


(a) such proportion of the income tax payable under the Income 
War Tar Act (or payable under the said Act prior to the applica- 
tion of sections, seven, eight, eighty-nine or ninety thereof) for 
the same taxation period as the excess profits taxable under the 
said Second Part of the Second Schedule to this Act bears to the 
total profits of the taxpayer. 


(bv) such reasonable provision as a reserve against future deprecia- 
tion in inventory values as the Minister, in his discretion may 
allow having regard to a basic quantity of stock in trade neces- 
sary for the business as indicated by the quantity on hand at the 
end of the fiscal period of the taxpayer ending in one thousand 
nine hundred and thirty-nine: Provided that no such deduction 
shall be allowed which provides against a decline in inventory 
values below the inventory prices of goods on hand at the end 
of the fiscal period of the taxpayer ending in one thousand nine 
hundred and thirty-nine: And provided further that any reduction 
in such reserve shall be added to the profits of the year of reduc- 
tion for purposes of taxation under this Act. 


(2) A taxpayer other than a corporation or joint stock company 
shall be entitled to deduct from the profits as defined in this Act, the 
following: — 


(a) The amounts allowed as deductions in paragraphs (a), (b), (j) 
and () of subsection one of section five of the Income War Tax 
Act; 

(b) such reasonable amount as the Minister in his discretion may 
allow in lieu of salary to proprietors working full time in the 
actual management or conduct of the business, not to exceed five 
thousand dollars per annum for each proprietor and for all his 
businesses: Provided that if such an allowance is made, similar 
deductions shall be made in determining the standard profits of 
the taxpayer; 

(c) if taxable under the Second Part of the Second Schedule of this 
Act, such reasonable provision as a reserve against future depre- 
ciation in inventory values as the Minister, in his discretion may 
allow having regard to a basic quantity of stock in trade neces- 
sary for the business as indicated by the quantity on hand at the 
end of the fiscal period of the taxpayer ending in the year one 
thousand nine hundred and thirty-nine: Provided that no such 
deduction shall be allowed which provides against a decline in 
inventory values below the inventory prices of goods on hand at 
the end of the fiscal period of the taxpayer ending in the year one 
thousand nine hundred and thirty-nine: And provided further that 
any reduction in such reserve shall be added to the profits of the 
year of reduction for purposes of taxation under this Act. 


EXEMPTIONS 
7. The following profits shall not be liable to taxation under this 
Act:— 


(a) the profits of taxpayers referred to in paragraphs (d), (e), (f), 
(g), (h), (i), (k), (m), (p) and (q) of section four of the Income 
War Taz Act; 
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(b) the profits of a profession carried on by an individual or by 
individuals in partnership if the profits of the profession are 
dependent wholly or mainly upon his or their personal qualifica- 
tions and if in the opinion of the Minister little or no capital is 
employed: Provided that this exemption shall not extend to the 
profits of a commission agent or person whose business consists 
wholly or mainly in the making of contracts on behalf of others 
or the giving to other persons of advice of a commercial nature 
in connection with the making of contracts unless the Minister 
is satisfied that such agent is virtually in the position of an em- 
ployee of one employer in which case this exemption shall apply; 

(c) The profits of taxpayers who in the taxation year do not earn 
profits in excess of five thousand dollars before providing for any 
payments to proprietors, part owners or shareholders by way of 
salary, interest or otherwise; 

(d) the profits of a corporation or joint stock company which is in 
the taxation year a personal corporation within the meaning of 
paragraph (i) of section two of the Income War Tar Act, pro- 
vided that the income of such corporation is derived solely from 
the holding of investments; 

(e) the profits of a corporation or joint stock company which is a 
Non-Resident Owned Investment Corporation within the meaning 
of paragraph (p) of section two of the Income War Taz Act and 
which elects to be assessed as such under the said Act. 


DEDUCTIONS NOT ALLOWED 


8. In computing the amount of profits to be assessed, subsections 
one and two of section six of the Income War Taz Act shall, mutatis 
mutandis, apply as if enacted in this Act and no deduction shall be 
allowed in respect of the following: 

(a) the tax payable under this Act in respect of any taxation period; 

(b) any expense which the Minister in his discretion may deter- 
mine to be in excess of what is reasonable and normal for the busi- 
ness carried on by the taxpayer, or which was incurred in respect 
of any transaction or operation which in his opinion has unduly 
or artificially reduced the amount of profits. 


DEDUCTIONS FROM TAXES ALLOWED 


9. (1) A taxpayer shall be entitled to deduct from the tax that 
would otherwise be payable by him under this Act the amount paid to 
Great Britain or any of its self-governing dominions or dependencies 
for excess profits tax in respect of the profits of the taxpayer derived 
from sources therein, and the amount paid to any foreign country for 
excess profits tax in respect of the profits of the taxpayer derived from 
sources therein if such foreign country in imposing such tax allows a 
similar credit to persons in receipt of profits derived from sources 
within Canada. 

(2) Such deduction shall not exceed the same proportion of the 
tax otherwise payable under this Act as that which the taxpayer’s net 
profits from sources within such country bears to his or its entire 
net profits from all sources, 

(3) Any such deduction shall be allowed only if the taxpayer 
furnishes evidence satisfactory to the Minister showing the amount of 
tax paid and the particulars of income derived from sources within 
Great Britain or any self-governing dominion or dependency there- 
of or foreign country mentioned in subsection one of this section. 
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RETURNS 


10. Every person liable to taxation hereunder shall deliver to 
the Minister in such form as the Minister may prescribe, a statement 
of his total profits and the same shall be filed in such manner, at such 
time, and in such place as is provided in the Income War Taz Act 
for the filing of income tax returns and all the provisions of the said 
Act applicable to the filing of income tax returns including penal pro- 
visions shall, mutatis mutandis, apply as if enacted in this Act: Pro- 
vided that where a taxpayer has elected under subsection three of 
section thirty-five of the Income War Tar Act to file a consolidated 
return for the taxation year such election shall apply to the returns 
required under this Act. 


PAYMENT OF TAX 


11. Any person liable to pay any tax hereunder shall estimate 
the amount of tax payable and shall send with the return of profits 
not less than one-third of the aggregate amount of such tax and may 
pay the balance within four months thereafter, together with interest 
at the rate of five per centum per annum upon such balance from the 
last day prescribed for the making of such return until the time pay- 
ment is made, and all the provisions of the Income War Taz Act 
relating to payment at other times than those herein specified shall, 
mutatis mutandis, apply as if enacted in this Act. 


ASSESSMENT 


12. After examination of the taxpayer’s return the Minister shall 
send a notice of assessment to the taxpayer verifying or altering the 
amount of the tax as estimated by him in his return and any additional 
tax found due shall be paid in the same manner, at the same time and 
subject to the same interest and penal provisions as if the additional 
tax were found due under the provisions of the Income War Taz Act. 


BOARD OF REFEREES 


13. The Minister may appoint a Board of Referees to advise 
and aid him in exercising the powers conferred upon him under this 
Act, and such Board shall exercise the powers conferred on the Board 
by this Act and such other powers and duties as are assigned to it 
by the Governor in Council. 


INCOME TAX PROVISIONS TO APPLY 


14. Without limiting any of the provisions contained in this 
Act, sections forty to eighty-seven, both inclusive, of the Income War 
Tax Act, excepting section seventy-six A thereof, shall, mutatis mutan- 
dis, apply to matters arising under the provisions of this Act to the 
same extent and as fully and effectively as they apply under the pro- 
visions of the Income War Taz Act. 


15. Notwithstanding any of the provisions of this Act, the Treas- 
ury Board may in its discretion determine that any transaction has 
artificially reduced or would artificially reduce taxation hereunder and 
has no reasonable business purpose other than that of avoiding or 
minimizing taxation hereunder and that no deduction shall be allowed 
with respect to any expense or disbursement resulting therefrom, and 
the Treasury Board may determine the extent to which taxation here- 
under has been avoided, minimized or prejudiced thereby, and there 
shall be assessed, levied and paid by any taxpayer such tax as the 
Treasury Board may direct, and such tax shall be payable as in this 
Act provided. 
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16. The provisions of this Act shall apply to the profits of the 
year one thousand nine hundred and forty and fiscal periods ending 
in the year one thousand nine hundred and forty and the profits of all 
subsequent years and fiscal periods, provided, however, that if any such 
fiscal period ends prior to December thirty-first, one thousand nine 
hundred and forty, only that proportion of the profits shall be subject 
to tax which the number of days of such fiscal period in the calendar 
year one thousand nine hundred and forty bears to the total number 
of days of such fiscal period. 


REPEAL 


17. The Excess Profits Tax Act, chapter four of the statutes of 
1939 (second session), is repealed and, notwithstanding anything con- 
tained in the Interpretation Act, such repeal shall operate as from the 
thirteenth day of September, one thousand nine hundred and thirty- 
nine. 


FIRST SCHEDULE 


1. For the purposes of this Act, capital employed in any year or 
fiscal period means the capital at the beginning of the said period 
computed in the manner hereinafter specified. 

2. Capital shall be taken to be the following, subject to the deduc- 
tions hereinafter provided: 

(a) so far as it consists of assets acquired by purchase on or after 
the commencement of the business, the price at which those assets 
were acquired and where the price of any asset has been satisfied 
otherwise than in cash, the then value of the consideration actually 
given for the asset shall be treated as the price at which the said 
asset was acquired; 

(b) so far as it consists of assets being debts due to the person 
carrying on the business, the full amount of those debts subject 
to any deduction which has been allowed under the Income War 
Tax Act in respect thereof on account of bad debts; 

(c) so far as it consists of any other assets which have been ac- 
quired otherwise than by purchase as aforesaid, the value of the 
assets when they became assets of the business; 

(d) the amount of money or bank deposits which are actually used 
by the taxpayer in the business. 

3. Capital as hereinbefore defined shall be subject to the follow- 
ing deductions: 

(a) a deduction of any sum contributed directly or indirectly by the 
Dominion of Canada or by any Province of Canada towards the 
acquisition by the taxpayer of any asset included in section two 
hereof; 

(b) a deduction of the total of the amounts which have been taken 
as a deduction from profits under the Jncome War Tax Act for 
depreciation and the total depletion reserve reflected on the books 
of the taxpayer; 

(c) a deduction of any borrowed money and debts of the taxpayer 
other than dividends declared but unpaid at the commencement of 
the taxation period, except the amount of indebtedness represented 
by income bonds or income debentures, the interest on which is 
not allowed as a deduction under paragraph (k) of subsection one 
of section six of the Income War Taz Act; 

(d) a deduction of any investments the income from which is ex- 
empt or would be exempt from tax hereunder; 
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(e) a deduction of any moneys, bank deposits, investments or other 
assets which are unproductive and are not required for the pur- 
poses of the business, or which were not acquired for the purposes 
of the business. 

4. Capital as hereinbefore defined shall be increased or decreased 
by a portion of any bona fide additions to or reductions of the assets 
of the business made during the taxation period other than additions 
or reductions resulting from profits or losses of the said period, 
such increase or decrease to be made pro rata for the time such 
additions were employed in or decreases withdrawn from the business, 
provided however, that dividends paid during such period shall con- 
stitute a deduction from the capital employed at the commencement of 
the said period to the extent of one-half the total amount of dividends 
paid during the said period. 

5. Notwithstanding the foregoing, the computation of capital as 
hereinbefore set out may be revised to disregard the whole or any 
portion of capital value resulting from a transaction determined to 
be artificial under and by virtue of section fifteen of this Act. 


SECOND SCHEDULE 


First PART— 

Twelve per centum of the profits of taxpayers before deduction 
therefrom of any tax paid thereon under the Income War Taz Act. 
SECOND PART— 

Seventy-five per centum of the excess profits. 


(b) Income War Tax Act 


4 George VI, 1940 
CHAPTER 34 


An Act to Amend the Income War Tax Act. 
[Assented to 7th August 1940] 


IS Majesty, by and with the advice and consent of the Senate and 
House of Commons of Canada, enacts as follows:— 


1. Paragraph A of the First Schedule of the Income War Taz 
Act, chapter ninety-seven of the Revised Statutes of Canada, 1927, as 
enacted by section one of chapter forty-one of the statutes of 1933, 
and as amended by section two of chapter six of the statutes of 1939 
(Second Session), is repealed and the following paragraph is sub- 
stituted therefor: 


“(a) Rates of Tax applicable to Persons other than Corporations 
and Joint Stock Companies. 


On the first $250 of Net Income or any portion thereof in excess 
of Exemptions 6 per centum or 


$ 15 upon Net Income of $250; and 8% upon the amount by 
which the Income exceeds $250 and does not exceed 
$1,000 or 
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$ 75 


$ 195 


$ 355 


$ 795 


$ 1,065 


$ 1,365 


$ 1,695 


$ 2,045 


$ 2,415 


$ 6,315 


$ 10,415 


$ 14,815 


$ 19,515 


$ 32,015 


$ 45,265 


upon Net Income of $1,000; and 12% upon the amount 
by which the Income exceeds $1,000 and does not exceed 
$2,000 or 


upon Net Income of $2,000; and 16% upon the amount 
by which the Income exceeds $2,000 and does not exceed 
$3,000 or 


upon Net Income of $3,000; and 20% upon the amount 
by which the Income exceeds $3,000 and does not exceed 
$4,000 or ‘ 


upon Net Income of $4,000; and 24% upon the amount 
by which the Income exceeds $4,000 and does not exceed 
$5,000 or 


upon Net Income of $5,000; and 27% upon the amount 
by which the Income exceeds $5,000 and does not exceed 
$6,000 or 


upon Net Income of $6,000; and 30% upon the amount 
by which the Income exceeds $6,000 and does not exceed 
$7,000 or 


upon Net Income of $7,000; and 338% upon the amount 
by which the Income exceeds $7,000 and does not exceed 
$8,000 or 


upon Net Income of $8,000; and 35% upon the amount 
by which the Income exceeds $8,000 and does not exceed 
$9,000 or 


upon Net Income of $9,000; and 37% upon the amount 
by which the Income exceeds $9,000 and does not exceed 
$10,000 or 


upon Net Income of $10,000; and 39% upon the amount 
by which the Income exceeds $10,000 and does not exceed 
$20,000 or 


upon Net Income of $20,000; and 41% upon the amount 
by which the Income exceeds $20,000 and does not exceed 
$30,000 or 
upon Net Income of $30,000; and 44% upon the amount 
by which the Income exceeds $30,000 and does not exceed 
$40,000 or 


upon Net Income of $40,000; and 47% upon the amount 
by which the Income exceeds $40,000 and does not exceed 
$50,000 or 


upon Net Income of $50,000; and 50% upon the amount 
by which the Income exceeds $50,000 and does not exceed 
$75,000 or 


upon Net Income of $75,000; and 53% upon the amount 
by which the Income exceeds $75,000 and does not exceed 
$100,000 or 


upon Net Income of $100,000; and 56% upon the amount 
by which the Income exceeds $100,000 but does not exceed 
$150,000 or 
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$ 73,265 upon Net Income of $150,000; and 59% upon the amount 
by which the Income exceeds $150,000 and does not 
exceed $200,000 or 


$102,765 upon Net Income of $200,000; and 63% upon the amount 
by which the Income exceeds $200,000 and does not 
exceed $300,000 or 


upon Net Income of $300,000; and 67% upon the amount 
by which the Income exceeds $300,000 and does not 
exceed $400,000 or 


upon Net Income of $400,000; and 72% upon the amount 
by which the Income exceeds $400,000 and does not 
exceed $500,000 or 


upon Net Income of $500,000; and 78% upon the amount 
by which the Income exceeds $500,000.” 


$165,765 


$232,765 


$304,765 


2. The proviso in paragraph AA of the First Schedule of the 
said Act as enacted by section three of chapter six of the statutes of 
1939 (Second Session) is repealed. 


3. Paragraph B of the First Schedule of the said Act, as enacted 
by section one of chapter forty-one of the statutes of 1933, as amended 
by section four of chapter six of the statutes of 1939 (Second Session), 
is repealed. 


4. Subsection two of section seven of chapter six of the statutes 
of 1939 (Second Session) is repealed and the following substituted 
therefor: 


“(2) Sections five and six of this Act shall be applicable to the 
incomes of the 1940 taxation period and fiscal periods ending therein 
and to all subsequent periods; provided that in the case of a fiscal 
period ending in the year 1940 prior to the thirty-first December, the 
rates of 18% and 20% respectively, as provided for in the said sections 
shall apply to that proportion of the income of such fiscal period 
which the number of days of the said fiscal period in the year 1940 
bears to the total number of days of such fiscal period.” 


5. Subparagraph (ii) of paragraph (i) of section two of the 
said Act, as enacted by section one of chapter fourteen of the statutes 
of 1933, is repealed and the following subparagraph is substituted 
therefor :— 


“(ii) from the lending of money, with or without security, or by 
way of rent, hire of chattels, charter party fees or remunera- 
tion, annuity, royalty, interest, or dividend, or” 


6. Paragraph (i) of section two of the said Act, as enacted by 
section one of chapter fourteen of the statutes of 1933, is further 
amended by adding thereto immediately after subparagraph (iii) 
thereof the following proviso:— 

“Provided that this paragraph shall not extend to a corporation 
or joint stock company which otherwise qualifies under this paragraph, 
but which in the opinion of the Minister carries on an active com- 
mercial or industrial business, and the decision of the Minister on this 
question shall be final and conclusive.” 
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7. Section two of the said Act is further amended by adding 

thereto the following paragraph:— 

“(s) ‘fiscal period’ means the period for which the accounts of 
the business of the taxpayer have been, or are ordinarily made 
up and accepted for purposes of assessment under this 
Act, and in the absence of such an established practice the 
fiscal period shall be that which the taxpayer adopts: 


Provided, however, 


(i) that such fiscal period shall not in any case exceed 
a period of twelve months; and 

(ii) that if a taxpayer purports to change his or its usual 
and accepted fiscal period, the Minister may, in his discretion, 
disallow such change.” 


8. Paragraph (b) of section three of the said Act is repealed and 
the following paragraph substituted therefor: 


“(b) annuities or other annual payments received under the pro- 
visions of any contract, except as in this Act otherwise 
provided.” 


9. Section four of the said Act as amended by section three of 
chapter twelve of the statutes of 1928, by sections one and two of 
chapter twenty-four of the statutes of 1930, by section two of chapter 
fourteen of the statutes of 1932-33, by section two of chapter fifty-five 
of the statutes of 1934, by section four of chapter forty of the statutes 
of 1935, by section four of chapter thirty-eight of the statutes of 1936 
and by section four of chapter forty-eight of the statutes of 1938, is 
further amended by adding at the end thereof the following paragraph: 

“(t) The service pay and allowances of— 

(i) warrant officers, non-commissioned officers and men 
of the Canadian Naval, Military and Air Forces while in the 
Canadian Active Service Forces, and 

(ii) commissioned officers of the said Forces while on 
active service beyond Canada, or on active service in Canada, 
whose duties are of such a character as are required normally 
to be performed afloat or in aircraft.” 


10. Paragraph (a) of subsection one of section five of the said 
Act, as amended by section four of chapter twelve of the statutes of 
1928, is repealed and the following is substituted therefor; 

“(a) The Minister in determining the income derived from mining 
and from oil and gas wells and timber limits may make such 
an allowance for the exhaustion of the mines, wells and 
timber limits as he may deem just and fair, and in the case 
of leases of mines, oil and gas wells and timber limits the 
lessor and lessee shall each be entitled to deduct a part of the 
allowance for exhaustion as they agree and in case the lessor 
and lessee do not agree the Minister shall have full power to 
apportion the deduction between them and his determination 
shall be conclusive;” 


11. Paragraphs (c) and (d) of subsection one of section five of 
the said Act, as enacted by section four of chapter forty-one of the 
statutes of 1933, and as amended by section three of chapter fifty-five 
of the statutes of 1934, are repealed and the following paragraphs are 
substituted therefor: 
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“(c) Fifteen hundred dollars in the case of 


(d) 


(i) A married person; 

(ii) A widow or widower with a son or daughter under 
twenty-one years of age who is dependent upon such parent 
for support, or with a son or daughter twenty-one years of 
age or over who is dependent on account of mental or physical 
infirmity; 

(iii) An individual who maintains a self-contained domes- 
tic establishment and who actually supports therein one or 
more individuals dependent upon him and connected with him 
by blood relationship, marriage or adoption; 

(iv) A minister or clergyman in charge of a diocese, con- 
gregation or parish, whose duties require him to maintain at 
his own and sole expense a self-contained domestic establish- 
ment and who employs therein on full time a housekeeper 
or servant. 

Seven hundred and fifty dollars in the case of all other persons 
except corporations, associations, or trustees or other like 
persons acting in a fiduciary capacity;” 


Subsection one of section five of the said Act, as enacted 


by section four of chapter forty-one of the statutes of 1933, is amended 
by adding immediately after paragraph (e) thereof the following 
paragraph: 

“cee) four hundred dollars for each child maintained by the tax- 


13. 


payer in Canada under a co-operative scheme sponsored by 
the Governments of the United Kingdom and of Canada or 
any of the provinces of Canada for children brought from the 
United Kingdom under a government plan: provided that the 
tax reduction obtained as a result of such deduction shall not 
in any case exceed the amount of tax reduction which would 
be received by a married person without dependents in respect 
of an income of five thousand dollars;” 


Paragraph (k) of subsection one of section five of the said 


Act, as enacted by section six of chapter forty-three of the statutes of 


1932, is 


repealed and the following paragraph substituted therefor: 


“(k) The income arising from any annuity contract entered into 


fa. 


prior to the twenty-fifth day of June, 1940, to the extent pro- 
vided by section three of chapter twenty-four of the statutes 
of 1930 and section six of chapter forty-three of the statutes 
of 1932: provided that such exemption shall not extend to 
that portion of the income which exceeds the amount of the 
annuity actually specified in the contract before the twenty- 
fifth day of June 1940, where such excess amount arises by 
reason of any option or contractual right to enlarge the 
annuity income by the payment of additional sums or prem- 
iums, unless such additional sums or premiums have actually 
been paid before the said date;” 


Subsection one of section five of the said Act is further 


amended by adding thereto the following paragraph:— 
“(o) that portion of any excess profits taxes payable by any pro- 


1s. 


prietor or partnership which the interest of the proprietor 
or partner in the income of the business bears to the total 
income of the business for corresponding periods.” 


Subsection two of section five of the said Act as enacted by 
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section five of chapter forty-one of the statutes of 1933, is repealed, 
and the following subsection substituted therefor:— 

“(2) Where a husband and wife have each a separate income in 
excess of seven hundred and fifty dollars, whether taxable or not, each 
shall receive an exemption of seven hundred and fifty dollars in lieu 
of the exemption set forth in paragraph (c) of the next preceding 
subsection.” 


16. Subsection one of section six of the said Act is amended by 
adding thereto the following paragraphs:— 

“(n) depreciation, except such amount as the Minister in his dis- 
cretion may allow, including such extra depreciation as the 
Minister in his discretion may allow in the case of plant and 
equipment built or acquired to fulfil orders for war purposes; 
any tax, license fee or other levy, or the amount represented 
by the increase in any tax, license fee or levy imposed, exacted 
or increased after the twenty-fourth day of June, 1940, by 
virtue of the authority contained in any provincial statute or 
order in council, save such amount as the Minister in his dis- 
cretion may allow.” 


(o 


~~ 


17. Subsection two of section six of the said Act, as enacted by 
section seven of chapter forty-one of the statutes of 1933, is repealed 
and the following subsection substituted therefor:— 

“(2) The Minister may disallow any expense which he in his dis- 
cretion may determine to be in excess of what is reasonable or normal 
for the business carried on by the taxpayer, or which was incurred in 
respect of any transaction or operation which in his opinion has un- 
duly or artificially reduced the income.” 


18. Subsection one of section nine s, as enacted by section nine 
of chapter forty-one of the statutes of 1933, is repealed, and the follow- 
ing subsection substituted therefor:— 


“9x (1) In addition to any other tax imposed by this Act an income 
tax of five per centum is imposed on all persons resident in Canada, 
except municipalities, or municipal or public bodies which in the 
opinion of the Minister perform a function of Government, in respect 
of all interest and dividends paid by Canadian debtors directly or 
indirectly to such persons, which interest by the terms of the mort- 
gage, deed, hypothee or other instrument under which the debt was 
contracted, or which dividends by the terms of issue, are payable in a 
currency which is at a premium in excess of five per centum in terms 
of Canadian funds.” 


19. Subsection four of section eleven of the said Act, as enacted 
by section eight of chapter fifty-five of the statutes of 1934, is repealed 
and the following subsection substituted therefor:— 

“(4) (a) Income received by an estate or trust and capitalized 
shall be taxable in the hands of the executors or trustees, or 
other like persons acting in a fiduciary capacity. 

(b) Income earned during the life of any person shall, 
when received after the death of such person by his executors, 
trustees or other like persons acting in a fiduciary capacity, 
be taxable in the hands of such fiduciary.” 


20. The said Act is further amended by inserting therein im- 
mediately after section twenty-one thereof, the following section:— 
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“22. The income of a family corporation shall, on distribution 
by way of dividend or otherwise after the thirty-first day of December, 
1942, be taxable income in the hands of the shareholders.” 


21. Section twenty-five of the said Act is amended by adding 
thereto the following subsection :— 

“(2) Every person resident or carrying on business in Canada 
shall withhold and remit forthwith to the Receiver General of Canada 
an amount equal to fifteen per centum of the salary, fees, commissions, 
or other remuneration payable to any person residing outside of Canada 
in respect of services rendered by such person in Canada and such 
amount shall be applied as a credit against the tax subsequently found 
due upon the filing of the income tax return of such person.” 


22. Section twenty-seven of the said Act, as amended by section 
twelve of chapter forty-one of the statutes of 1933 and by section 
thirteen of chapter fifty-five of the statutes of 1934, is repealed as and 
from the twenty-fourth day of June, 1940 (subject, however, to the 
continued liability of the taxpayer for the filing of returns and pay- 
ment of taxes under this Act in respect of income earned up to the 
said twenty-fourth day of June, 1940) and the following is substituted 
therefor :— 


“27. (1) In addition to any other tax imposed by this Act, an 
income tax of fifteen per centum on non-resident corporations and of 
five per centum on non-resident persons other than corporations is 
imposed, without any exemption or deduction under the provisions 
of this Act, in respect of the total amount of all royalties, rentals or 
similar payments for the use in Canada of patents or for anything 
used or sold in Canada. 

(2) Every person making any payment by any means whatsoever 
to a non-resident person on account of anything let, leased or used in 
Canada, or on account of royalties, rentals or similar payments for the 
use in Canada of patents or for anything used or sold in Canada, shall 
deduct from every such payment made to a non-resident corporation 
fifteen per centum thereof, and from every such payment made to 
a non-resident individual, five per centum thereof. 

(3) The amount so deducted shall be remitted to the Receiver 
General of Canada at the same time as the payment is made to the 
non-resident person, and shall be accompanied by a statement in the 
form prescribed by the Minister: and the first remittance of any 
amounts so deducted as herein provided shall be made on the sixteenth 
day of September, 1940. 

(4) Whenever an agent of a non-resident person receives payment 
on account of anything mentioned in this section from which the 
deduction herein mentioned has not been made, such agent shall make 
such deduction before paying over to his principal and remit the 
amount thereof to the Receiver General of Canada. 

(5) The provisions of this section shall not apply to any non- 
resident person whose income by way of royalties or rentals received 
from Canadian sources for anything used or sold in Canada, is subject 
to the five per centum tax imposed under paragraph (€) of subsection 
two of section nine B of this Act. 

(6) Every agreement for payment of royalties, rentals, or other 
similar payments, without deduction or withholding, as provided in 
this section shall be void for the purposes of this Act.” 


23. Section twenty-nine of the said Act is repealed. 
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24. Subsection one of section thirty-two a of the said Act, as 
enacted by section seven of chapter forty-eight of the statutes of 1938, 
is repealed and the following is substituted therefor: 


“32a. (1) Notwithstanding any of the provisions of this Act, the 
Treasury Board may in its discretion determine that any transaction 
has artificially reduced or would artificially reduce taxation and has 
no reasonable business purpose other than that of avoiding or minim- 
izing taxation hereunder and that no deduction shall be allowed with 
respect to any expense or disbursement resulting therefrom and the 
Treasury Board may determine the extent to which taxation hereunder 
has been avoided, minimized or prejudiced thereby and there shall 
be assessed, levied and paid by any taxpayer such tax as the Treasury 
Board may direct and such tax shall be payable as in this Act 
provided.” 


25. Subsection two of section thirty-five of the said Act, as 
enacted by section nine of chapter forty-three of the statutes of 1932, 
is repealed and the following subsection is substituted therefor: 

“(2) Notwithstanding the provisions of section thirty-three of 
this Act, any corporation, the fiscal period of which does not coincide 
with the calendar year, shall make a return within four months from 
the close of the fiscal period, and the tax shall be computed as if the 
said fiscal period coincided with the calendar year within which the 
said fiscal period ends, and the provisions of the Act shall mutatis 
mutandis apply.” 


26. The said Act is further amended by adding thereto the 
following Part:— 
“PART XV. 


“NATIONAL DEFENCE TAX 


“91. (1) In addition to any other tax imposed by this Act, there 
shall be levied and paid upon the total amount of the income of every 
person described in paragraphs (a) to (e), both inclusive, of sub- 
section one of section nine of this Act a tax to be known as the 
National Defence Tax at the rate 

(a) in the case of a married person, of two per centum if the 
income exceeds $1,200 per year; and in the case of a husband 
and wife having each a separate income, of two per centum 
if the income of each is in excess of $600 per year; 

(b) in the case of a single person, of two per centum if the income 
exceeds $600 per year and does not exceed $1,200 per year; or 
of three per centum if the income exceeds $1,200 per year; 

(c) in the case of a widow or widower with a son or daughter 
under twenty-one years of age who is wholly dependent upon 
such parent for support, or with a son or daughter twenty-one 
years of age or over likewise so dependent on account of 
mental or physical infirmity, of two per centum if the income 
exceeds $1,200 per year; 

(d) in the case of an individual who maintains a self-contained 
domestic establishment and who actually supports therein a 
person wholly dependent upon him and connected with him by 
blood relationship, marriage or adoption, of two per centum 
if the income exceeds $1,200 per year; 

(e) in the case of a minister or clergyman in charge of a diocese, 
congregation or parish, whose duties require him to maintain, 
at his own and sole expense, a self-contained domestic estab- 
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lishment, and who employs therein on full time a housekeeper 
or servant, of two per centum if the income exceeds $1,200 


per year; 


Provided that there shall be allowed a tax credit of eight dollars 
in any one year for each child or grandchild, brother or sister of 
the taxpayer under twenty-one years of age and resident in Canada 
wholly dependent upon him, and for each child or grandchild, brother 
or sister twenty-one years of age or over, and parent or grandparent 
of the taxpayer wholly dependent upon him on account of mental or 
physical infirmity and resident in Canada, except one such dependent 
on whose account the taxpayer is entitled to have the tax calculated as 
provided in paragraphs (c) or (d) of this subsection. 

(2) If the tax exigible under the provisions of this section shall 
cause the income of the taxpayer to be reduced below the amounts of 
$600 and $1,200 as specified in subsection one hereof, then to the extent 
that it would so reduce the income of the taxpayer such tax shall not 
be payable. 

(3) Taxes imposed by this section which have not been deducted 
at the source, shall be increased by the following amounts which shall 
be imposed and collected with the tax: 


If the tax is not less than $ 25.00 but not more than $100.00, by $ 1.00. 
If the tax is not less than $100.00 but not more than $200.00, by $ 3.00. 
If the tax is not less than $200.00 but not more than $300.00, by $ 6.00. 
If the tax is not less than $300.00 but not more than $400.00, by $ 9.00. 
If the tax is not less than $400.00 but not more than $500.00, by $12.00. 
If the tax is not less than $500.00 but not more than $600.00, by $15.00. 
If the tax is not less than $600.00 but not more than $700.00, by $18.00. 
If the tax is not less than $700.00 or over, by $21.00. 


(4) Income of the following persons shall not be liable to tax 
under this section:— 


(a) incorporated companies; 

(b) persons and institutions mentioned in paragraphs (a) to (i), 
both inclusive, and in paragraphs (p) and (q) of section four 
of this Act; 

(c) municipalities or municipal or public bodies which in the 
opinion of the Minister perform a function of Government; 

(d) the service pay and allowances of,— 

(i) warrant officers, non-commissioned officers and men of 
the Canadian Naval, Military and Air Forces while in the 
Canadian Active Service Forces, and 

(ii) commissioned officers of the said forces while on 
active service beyond Canada, or on active service in Canada 
whose duties are of such a character as are required normally 
to be performed afloat or in aircraft. 

(5) Every employer at the time of payment of earnings to an 
employee shall deduct and collect the tax imposed on the employee 
under this section in respect of earnings of the employee earned and 
accruing due during and after July 1940 for each period covered by 
the payments, if the rate of pay of the employee is such that if 
continued for twelve months would cause the annual earnings of the 
employee to be in excess of the relevant amount mentioned in sub- 


section one hereof. 
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(6) Every employer shall, on or before the fifteenth day of the 
month next following that in which the earnings were due, pay to the 
Receiver General of Canada the full amount of taxes so deducted, the 
first remittance to be made on the sixteenth day of September, 1940. 

(7) An incorporated company paying interest on bonds or other 
like obligations registered as to interest or paying dividends, irrespec- 
tive of the amount, to persons on record in its office or that of its 
agent, shall deduct and collect an amount of two per centum from each 
and every payment made to residents of Canada and declared and paid 
in the case of dividends and paid in the case of interest, after the 
24th day of June, 1940. 

(8) Each incorporated company referred to in subsection seven 
hereof shall remit the amounts collected to the Receiver General of 
Canada, on or before the fifteenth day of the month immediately fol- 
lowing the date of payment of the interest or dividends, the first 
remittance to be made on the sixteenth day of September, 1940. 

(9) Every person required to make deductions under this section 
shall make a return at such time and in such form as the Minister may 
prescribe showing all deductions made. 

(10) Every person deducting any amount under this Act shall 
be deemed to hold the same in trust for the Receiver General of 
Canada. 

(11) No one shall have any right of action against an employer 
or incorporated company in respect of any moneys deducted as a tax 
and paid over to the Receiver General of Canada in compliance with 
or intended compliance with this section. 

(12) Every employee who comes within one of the classes de- 
scribed in paragraphs (a), (c) and (d) of subsection one of this 
section shall be required to complete such form as the Minister may 
prescribe as to personal status and dependents and shall file the form 
with his employer; 

Provided that a like form shall be so filed in each case where the 
facts as given in the form last filed are changed by altered status or 
by a change in the number of dependents, 

(13) Every person liable to taxation under this section whose tax 
hereunder has not been fully paid by deduction at the source, shall, 
on or before the thirtieth day of April in each year without any notice 
or demand, deliver to the Minister a return in such form as the 
Minister may prescribe, of his total income during the last preceding 
year, and shall pay any tax due at such times and in such manner 
as in this Act provided. 

(14) Every person failing to deduct or remit or to deduct and 
remit the tax due pursuant to the provisions of this section at the time 
prescribed therefor shall be liable to a penalty equal to the amount 
of tax which should have been deducted and remitted, but the penalty 
shall not exceed five hundred dollars, 

(15) Every employee failing to file the prescribed form with his 
employer pursuant to the provisions of subsection twelve hereof shall 
have the tax deducted at the source at the rates applicable to an un- 
married person, and without regard to the tax credits to which he 
would otherwise have been entitled in respect of persons dependent 
upon him for support. 

(16) “Employee” shall for the purposes of this section include any 
person who receives as income any salary, wage, remuneration, com- 
pensation, hire, emolument, stipend, perquisite, or any similar payment 
or any indemnity, pension or director’s fee, howsoever paid for any 
services, functions or duties rendered or performed in Canada. 
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(17) “Employer” shall for the purposes of this section include 
any person who makes any payment of the descriptions referred to 
in subsection sixteen of this section. 

(18) Every person required to deduct the tax hereby imposed 
from any payment made by him, shall keep an accurate record of all 
persons to whom any such payments are made, showing their names, 
residential addresses, the dates and the amounts of such payments 
and such other information as the Minister may require. 

(19) The Minister may make a refund to the taxpayer of any 
amount collected under this section which was not exigible or which 
the Minister is reasonably satisfied was not exigible under this section, 
provided the taxpayer applies in writing for such refund within 
twelve months from the close of the calendar year in which the 
amount was collected. 

(20) Income (except salary or other fixed payments referred to 
in subsection sixteen hereof) shall for the purposes of this section be 
subject to the deductions provided by paragraphs (a), (b), (f), (k) 
and (1), of subsection one of section five and to the provisions of 
section six of this Act. 

(21) Save as provided in subsection twenty of this section, in- 
come shall be taxed under this section without exemptions, deductions, 
allowances or credits, and without deductions of contributions by 
civil servants referred to in section thirteen of the Civil Service 
Superannuation Act, chapter twenty-four of the Revised Statutes of 
Canada, 1927. 

(22) The time for making deductions and remittances as provided 
for in this section may be varied by regulations made hereunder. 


27. (1) Sections one, two, three, five, six, seven, eight, nine, ten, 
eleven, twelve, fourteen, fifteen, sixteen, seventeen, nineteen, twenty- 
four and twenty-five of this Act shall be applicable to the 1940 taxation 
period and fiscal periods ending therein and to all subsequent periods. 


(2) Sections eighteen, twenty-one and twenty-two of this Act 
shall be deemed to have come into effect on the twenty-fifth day of 
June, 1940 and shall be applicable to all payments on or after the 


said date. 

(3) Section twenty-six of this Act shall be applicable to the income 
of the year 1940, and to all subsequent years except that in respect 
of the year 1940 the tax shall be imposed on one-half only of the in- 
come if the income for the whole year exceeds the relevant amount 
specified in subsection one of section ninety-one, as enacted by the 
said section twenty-six. 


(c) The Special War Revenue Act 


Several amendments were made to this Act. The rates 
of tax have been increased on matches, cigarettes and other 
articles mentioned in the schedules of the Act. Section 88A 
has been added, the purpose of which is to conserve ex- 
change by imposing an exchange tax of ten per cent on the 
value for duty purposes of imports from non-Empire coun- 
tries. Section 112 has been strengthened by giving power 
to the Minister for the removal and retention of books and 
records when there appears to have been a prima facie 
violation of the provisions of the Act. 
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EXPORT CREDIT 
The British Export Credits Guarantee Department 


By F. Bradshaw Makin, F.R. Econ. S., 
London, England 


: value of a large volume of export trade is never so 

pronounced as during a period of war, when it becomes 
essential to maintain a high level of exports to pay for the 
necessary imports required for the successful prosecution 
of modern warfare. In most countries, save those which 
have a totalitarian economy, the development of export 
trade is left entirely to the individual, who must not only 
go out in search of trade but also finance it, often out of 
his own resources, unless assistance can be obtained from 
a banker. Even when bank accommodation is available, 
the exporter as a general rule remains the person who 
carries the final risk of loss, a fact which undoubtedly dis- 
courages many from entering the field of export trade. In 
Britain, however, there exists an organization specially set 
up for the sole purpose of assisting the general export 
trade of the country—an assistance, moreover, which is of 
particular appeal to the majority of exporters, being that 
of a guarantee against loss through bad or frozen debts. 
The Export Credits Guarantee Department, which inciden- 
tally is a department of the Board of Trade, was not 
brought into being for the purpose of providing financial 
assistance to exporters—that being the province of the 
banks and financial houses—but what it does is to guar- 
antee immunity against loss caused through the insolvency 
of a foreign buyer and, in certain cases, from inconveniences 
arising through undue delay in payment by reason of frozen 
debts. 


The Origin of the Department 


In 1919 when the first Exports Credit Scheme was in- 
stituted, the first signs of the post war slump were begin- 
ning to appear and it was apparent that British exporters 
were faced with serious difficulties in their efforts to re- 
establish a sound export trade. European trade as a whole 
was in a parlous state, and though there was a demand 
for goods on the part of many of the smaller and newer 
countries of Europe there was a marked lack of confidence 
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in the stability of the situation and of the overseas buyers 
in particular. Parliament were anxious to assist in the 
work of economic reconstruction as by so doing it was felt 
that British exporters would be able to obtain a share of 
the business that was undoubtedly to be obtained. This 
desire led to the passing of the overseas Trade (Credit and 
Insurance) Act, 1920 by which the Board of Trade was em- 
powered to make advances up to the figure of over one 
hundred million dollars in connection with the exportation 
to certain countries in central and south-eastern Europe 
of “goods wholly or partly produced or manufactured in 
the United Kingdom.” The original scheme was amended 
during 1921 when a system of guaranteeing the bills drawn 
by traders against their exports was instituted, whilst at 
the same time the list of countries to which exports were 
to be assisted was extended until it embraced almost every 
country in the world. Nevertheless the scheme was not a 
success and the bulk of exporters did not avail themselves 
of the services offered by the Department. As the prin- 
ciples of the scheme were sound it was decided to have 
the position thoroughly examined by the Credit Insurance 
Committee, which reported in 1926 “that there existed a 
demand for the insurance of credits for exports and recom- 
mended that the facilities provided by the Department 
should be extended.” It was as a result of the recommen- 
dations of the committee that the Export Credits Guar- 
antee Department was finally brought into being. 


Early Developments 


A new type of guarantee scheme was now formulated, 
the main feature being a contract between the exporter 
and the Department similar to that of a policy of insurance. 
This contract, spoken of as “Contract A”, did undoubtedly 
mark the beginning of the Department’s success and enabled 
it to make progress in the field of credit insurance. It was 
realized that though Contract “A” had a number of ob- 
jections a large step forward had been made and that to 
concentrate on the insurance aspect was the right policy 
to pursue. The major disadvantages of the new contract 
were three in number, viz., the Department was still liable 
to pay on default, the business was restricted to transactions 
in which bills of exchange were used, and the appeal of 
the contract was limited. The affairs of the Department 
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were again examined by a special committee in 1928 when 
it was recommended that the control should be vested in 
an executive committee of business men carrying out func- 
tions similar to those exercised by a commercial board of 
directors. In a final report presented in 1929 the committee 
described the Department’s work as “a series of experi- 
ments in a comparatively uncharted financial sphere,” and, 
whilst suggesting the continuance of the experiments, it 
deprecated the permanent use of State credit for the bene- 
fit of private exporting firms. 

There was considerable veiled antagonism towards the 
Department in its early days and the objections to the 
use of State credit merely reflected the feeling in being 
at the time. The diehard “objectors on principle” were 
fighting a losing battle as the Department continued to 
progress and establish itself successfully. This became 
quite obvious when the Secretary of the Department of 
Overseas Trade informed the House of Commons in July 
1937 that the Government were of the opinion that the 
time had come to regard these facilities for British ex- 
port trade as “part of the permanent structure thereof.” 


The Present Comprehensive Guarantee 


Though the success which attended the institution of 
contract “A” was very gratifying, it was of small con- 
sequence compared with that which followed the issue of 
the “Comprehensive Guarantee.” This guarantee which 
was first instituted in 1931 denoted the turning point of 
the Department’s business, for until its issue the business 
transacted was not that of true credit insurance. The main 
feature of the guarantee is that of a policy of insurance 
covering the whole of the overseas accounts of an exporter 
under which, by payment of a very reasonable premium, 
the exporter is assured of receiving from the Department 
75% of all losses covered by the policy. The procedure 
adopted for obtaining a comprehensive guarantee is quite 
simple and straightforward, being free from all unbusiness- 
like complications. The applicant is asked to supply full 
figures of his export trade for the past five years, together 
with details of his annual bad debt loss and list of current 
overdue accounts. Any further detailed information that 
can be given relating to the applicant’s export trade is 
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appreciated by the Department and given due consideration 
when assessing the premium to be charged. No definite 
figures can be given for premium rates, as it is obvious 
that the rates charged will vary according to the risk, 
including the question of the length of credit allowed by 
the trader, that is, ninety days, six months or longer periods. 
It must, however, be stated that the rate charged is sur- 
prisingly low. All information supplied by a trader is 
treated in the strictest confidence and not divulged to third 
parties. Normally the applicant for a guarantee has the 
choice of paying either :— 

1. A premium assessed on the basis of his receiving 
from the Department 75% of all losses covered by the 
policy, or 

2. A reduced premium in consideration of his bear- 
ing a “first loss” calculated with reference to his past 
experience, the Department being responsible for 75% 
of bad debts in excess of the “first loss” figure. 

In both cases the maximum liability of the Department 
is fixed in relation to the traders’ total turnover, and is 
of such generous proportions as to cover all likely con- 
tingencies. In addition the full benefit of the Department’s 
services, including foreign market information, assistance 
in recovering overdue accounts and other similar matters, 
is at the full disposal of traders taking up either type 
of guarantee. 

It must be thoroughly understood that the Department 
does not insure isolated transactions; it is always neces- 
sary for a trader to insure the whole of his export trade. 
The insistence on a full insurance is not only sound business 
but also quite reasonable, for otherwise exporters would 
only insure in the case of trade with doubtful markets or 
accounts. The general policy of the Department, which 
is essentially businesslike, is that all exporters should them- 
selves be prepared to carry some proportion of the risk. 
The object of course is to ensure that the exporter will ex- 
ercise every reasonable care in selecting the type of person 
with whom he does business and will also for his own 
benefit take all possible steps to see that the business is 
carried to a successful conclusion. 

After the issue of a policy, the exporter submits to the 
Department the names and addresses of the overseas cus- 
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tomers to whom he wishes to grant credit, stating the length 
of credit usually allowed and requesting a limit for each 
separate account. As a general rule the policy provides 
for a limit up to which the holder may extend credit to 
his customer without the necessity of obtaining the specific 
approval of the Department, and so avoids any undue delay 
in the case of urgent orders. When credit is granted in 
this manner it is expected that the importer will at all 
times act with prudence and in accordance with the recog- 
nized practice followed in ordinary business transactions. 
The credit limits agreed between the Department and the 
exporter are “revolving credits,” that is, they apply to the 
total amount which may be outstanding on any account 
at one time. 

Usually a policy is issued for a period of twelve months, 
and during the policy’s currency the exporter may at any 
time apply for additional credit limits to cover new ac- 
counts. On the expiration of the policy the Department 
undertakes that all guaranteed amounts still outstanding 
shall automatically be included without charge if the policy 
is renewed. In the event of non-renewal, all outstanding 
amounts remain covered for a further twelve months, sub- 
ject to the payment of a very moderate premium should 
any of the items become overdue. It is pleasing to note 
that shipment declarations under the policy are a simple 
matter and cause no trouble to the exporter, all that is 
required being a monthly declaration of shipments ac- 
tually made and a statement of any accounts that may 
have become overdue. 


The department may be said to pride itself on the 
promptness with which it meets claims made by policy 
holders. Under the terms of the policy payment is to be 
made immediately the overseas buyer has been declared 
insolvent and the exporter’s claim against the estate has 
been admitted by the persons responsible for the adminis- 
tration. It will be found that the definition of the term 
“insolvent” given in the policy is sufficiently wide to em- 
brace all probable contingencies. A further proviso en- 
ables the Department to approve an amicable composition 
arranged between the exporter and his customer, and to 
accept liability for the unpaid portion of the debt. On 
payment of a claim under the policy, the Department usual- 
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ly takes over the exporter’s full rights in the debt; thus 
even in the event of a lengthy liquidation, the exporter is 
always assured of a prompt settlement. As a general rule, 
on the overseas customer being declared insolvent and pay- 
ment made to the exporter under the policy, the Depart- 
ment agrees to collect for the joint account of the exporter 
and the Department any dividends paid by the insolvent 
estate. : 

The proceeds of any dividends received in this matter 
are shared between the exporter and the Department in 
accordance with the risk terms of the policy, that is, on 
the basis of 75 : 25. 


The Transfer Guarantee 


Since the days of the last war the difficulties of an ex- 
porter have been increased owing to the risk that exchange 
restrictions or government decree may prevent the transfer 
of funds, even though the importer is able and willing to 
pay, and may actually have made payment in his own 
currency. An exporter therefore, to cover himself fully, 
requires two insurances, one against his buyer’s insolvency 


and the other against a “blocked” exchange. The Depart- 
ment realized the need for a transfer guarantee, and the 
success which attended the comprehensive guarantee led 
them to provide a transfer cover. The transfer guarantee 
was first issued in October 1935 and its main purpose is 
to insure exporters against the risk of undue delay in re- 
ceiving payment as a result of foreign exchange restric- 
tions. The Department cannot of course consider offering 
transfer cover for individual transactions, therefore the 
benefits of the transfer guarantee are only available to 
those exporters who insure the insolvency of the overseas 
accounts under the comprehensive guarantee; thus the cover 
is issued as an addendum to the guarantee. It must be 
made quite clear that no protection is offered against fluc- 
tuations in foreign currency, as such a cover is no part 
of the Department’s work, but is of course that of the 
forward exchange market. 

Under the transfer guarantee the Department under- 
takes that the exporter of goods invoiced in sterling shall 
receive from a solvent buyer 75 per cent of the sterling 
value of those goods six months after the original due date 
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of the bill of exchange or account, provided that all im- 
portant requirements and exchange regulations have been 
fully and punctually complied with. As the risk is one 
which can only be covered for a short time ahead, the 
facilities will normally only be available for goods sold on 
a cash basis or short credit terms averaging ninety days. 
Any' transactions on a lengthier credit basis will be con- 
sidered on their individual merits. 

The transfer guarantee applies to goods shipped within 
three months of the date on which the cover is issued; 
therefore it holds good for all shipments made during the 
period irrespective of any change in the exchange position 
of the overseas buyers’ country. Exporters, however, must 
exercise due care in making shipments to a country whose 
exchange position is becoming serious. Though renewal 
of the policy may be effected in the usual way, the Depart- 
ment may at any time decide not to issue additional transfer 
cover in respect of further shipments taking place after the 
three months’ period. 

Here again the premiums charged on the transfer cover 
will naturally vary according to the country concerned and 
the length of credit allowed, though every effort is made to 
keep them as low as possible. 

An exporter holding a transfer guarantee will have a 
claim against the Department, not when his buyer becomes 
insolvent but when the debt remains unpaid purely on ac- 
count of exchange restrictions. 

Since the enemy occupation of several European coun- 
tries many British exporters have been particularly thank- 
ful that they held a transfer guarantee. 


Final Observations 


Though the average exporter is probably more inter- 
ested in short term credits, a number of manufactured 
goods can only be exported on medium term or even rela- 
tively long term credits. Great Britain’s export trade has, 
in the past, profited to a large measure from her ability 
to lend abroad. For some years foreign lending has for 
all practical purposes disappeared — hence the difficulties 
which have arisen in the export of machinery and capital 
equipment. Manufacturers have been unable to sell abroad 
unless they could allow fairly lengthy credit; thus there 
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arose a demand for medium term credit facilities. The 
Department has successfully attempted to assist the ex- 
porter in his dilemma, and a considerable amount of busi- 
ness has been carried out with the Department’s aid. If a 
guarantee is given by the Department, the exporter is 
placed in possession of a high-class security on which he 
can raise funds from his bankers. In a few cases the rais- 
ing of funds in London and the provision of cash to the 
manufacturers on delivery have been arranged, though these 
transactions are not truly part of the Department’s normal 
work. 

The Export Credits Guarantee Department is without 
doubt carrying on a most valuable work and its services 
are of material assistance to the export trade. The out- 
break of war renders these services of still greater value, 
and it is encouraging to learn that the work of the De- 
partment is to go forward. In September last, Mr. R. S._ 
Hudson, replying to a question in the House of Commons, 
stated that “the facilities provided by the Export Credits 
Guarantee Department have proved themselves an indis- 
pensable part of our export mechanism. The Exports 
Guarantee Advisory Council have therefore recommended, 
and I agree with them, that the Department’s guarantees 
should be continued and, I hope, used to the utmost pos- 
sible extent. Accordingly no general increase is for the 
present being made in the Department’s rates of premium, 
though revision may be found necessary later. The credit 
arrangements already signed remain in force, though it is 
possible that the delivery of certain classes of goods under 
some of these agreements may be affected by war consider- 
ations.” 

It is highly probable that the growth in the annual 
turnover of the Department, which increased from 30 mil- 
lion dollars in 1933-34 to almost 200 million dollars in 
1938-39, will continue at an accelerated rate. 
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Among the important legislative enactments passed at 
the session of Parliament which closed on 7th August is 
The Unemployment Insurance Act, 1940. A copy of this 
statute may be obtained from the King’s Printer, Ottawa. 

The Act provides for the setting up of a Commission 
of three persons to administer unemployment insurance 
throughout Canada, for the establishment of an employment 
service, and for related purposes. One commissioner is to 
be appointed after consultation with organizations repre- 
sentative of workers and one after consultation with or- 
ganizations representative of employers. The chief com- 
missioner is to hold office for ten years and each of the 
other commissioners for five years. 


Application of the Act—The benefits of the scheme apply 
to all persons employed under a contract of service or 
apprenticeship except those in certain employments listed 
in the Act. Since the professions of accountancy, law, 
medicine, etc., are not mentioned in the “excepted” list, 
those in the employ of chartered accountants will therefore 
be coming under the Act. An employee engaged at a rate 
of remuneration exceeding in value two thousand dollars 
a year, however, does not come under the Act, and this 
applies also in cases where employment involves part time 
service only, at a rate of remuneration which in the opinion 
of the Commission is equivalent to a rate of remuneration 
exceeding two thousand dollars a year for full time service. 
Notwithstanding this provision, the Act states that any 
person in respect of whom contributions have been paid as 
an insured person for 260 weeks may continue as an insured 
person. 

Young persons under sixteen years of age and persons 
earning less than ninety cents in a full day cannot draw 
benefits but may accumulate benefit rights at no cost to 
themselves, 

Excepted Employments—Some of the “excepted employ- 
ments” as provided by the Act are as follows: (a) in agri- 
culture, horticulture and forestry; (b) in fishing; (c) in 
lumbering and logging (exclusive of such saw mills, planing 
mills, shingle mills and wood-processing plants as are in 
the opinion of the Commission reasonably continuous in 
their operations); (d) in hunting and trapping; (e) in 
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transportation by water or by air and stevedoring; (f) in 
domestic service (except where the employed person is em- 
ployed in a club or in any trade or business carried on for 
the purpose of gain); (g) in a hospital or in a charitable 
institution (if such institutions are not carried on for pur- 
poses of gain); (h) as a teacher in a public or private 
capacity; (i) in the military, naval and air forces and in 
the Dominion, provincial or municipal police forces; (j) in 
the public service of the Dominion, of a province or by a 
municipal authority. The Act provides for the inclusion of 
some of the excepted employments listed in the Act on the 
recommendation of a national advisory committee to be set 
up under the Act. 

Insurance Fund—An unemployment insurance fund, 
with the Bank of Canada as fiscal agent, is to be created. 
The contributions by employers and workmen would bring 
approximately equal totals over the country. Parliament 
adds a grant of one-fifth of the aggregate contributions 
made by employed persons and employers, and also assumes 
the cost of administration, which moneys are to be provided 
through annual votes of Parliament. 

Contributions—Contributions are graded in wage groups 


and the following are the weekly rates (in cents): 


Employed 

Class of Employed Persons Employer Person 
While earning less than 90 cents a day 18 9 (paid 
or on his behalf by 
While under 16 years of age the employer) 


Earning $ 5.40 but less than $ 7.50 in a week ... 21 12 
Earning $ 7.50 but less than $ 9.60 in a week ... 25 15 
Earning $ 9.60 but less than $12.00 in a week ... 25 18 
Earning $12.00 but less than $15.00 in a week ... 25 21 
Earning $15.00 but less than $20.00 in a week ... 27 24 
Earning $20.00 but less than $26.00 in a week ... at 30 
Earning $26.00 but less than $38.50 in a week 

or $2,000 a year 27 36 

The Act further provides that the daily rate of contri- 
bution shall be one-sixth of the weekly rate. 

Benefits — The amount of daily or weekly benefit is 
thirty-four times the average daily or weekly workman’s 
contribution for insured persons without dependents, and 
forty the average contribution for married persons mainly 
or wholly maintaining one or more dependents. According 
to the Act, benefits shall be paid as of right on fulfilment of 
four statutory conditions :— 
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(1) The payment of not less than 30 weekly—or 180 
daily — contributions within two years, while in 
insured employment. 

(2) Proper presentation of the claim, and proof of un- 
employment. 

(3) That the contributor is capable of and available for 
work. 

(4) That he has not refused to attend a course of in- 
struction if required. 

No benefit is payable during the first nine days of un- 
employment in a benefit year. After that a worker may 
draw one payment for every five contributions made in the 
previous five years, less one payment for every three benefit 
payments received in the previous three years. 

Disqualifications for benefit include loss of work due to 
misconduct or a labour dispute in which he is directly in- 
volved, unwillingness to accept suitable employment, receipt 
of an old age pension, being an inmate of a public institu- 
tion, or earning less than ninety cents a day while in em- 
ployment. 

When First Contribution Payable—According to section 


102 of the Act, no contribution is payable until a date is 
prescribed by the Commission of which due notice will be 
published in The Canada Gazette. 
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GENERAL NOTES 


December Examinations 


The Board of Examiners-in-Chief announces that the 
examinations of the Provincial Institutes of Chartered Ac- 
countants will be written during the week of December 2nd 
to 7th. The morning sessions are to be from 9 a.m. to 1 
p.m., and the afternoon sessions from 2 p.m. to 6 p.m. 


Monday, December 2nd 
Morning session: Final Accounting I—Accounting, 
including business investiga- 
tions. 
Afternoon session: Intermediate Accounting I 


Tuesday, December 3rd 
Morning session: Final Accounting IJ—Accounting, 
including costs, budgetary con- 
trol and systematizing 
Afternoon session: Intermediate Accounting II 


Wednesday, December 4th 
Morning session: Final Accounting IIJ—Account- 


ing, including consolidations, 
executorships and trusteeships 
Afternoon session: Intermediate Auditing I 
Thursday, December 5th 
Morning session: Final Accounting IV—Account- 
ing, General 
Afternoon session: Intermediate Auditing II 
Friday, December 6th 
Morning session: Final Auditing I 


Saturday, December 7th 
Morning session: Final Auditing II. 


Annual Meeting American Institute 
The fifty-third annual meeting of the American Institute 
of Accountants will be held 14th to 18th October 1940 at 
the Hotel Peabody, Memphis, Tennessee. The usual four- 
day meeting will this year be extended to five days, and 
among the prominent men to address the gathering will 
be Jerome N. Frank, chairman of the Securities and Ex- 
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change Commission; Leland Olds, chairman of the Federal 
Power Commission; Mayor Walter C. Chandler of Memphis, 
who as a member of the House of Representatives sponsored 
the Chandler bankruptcy act; and Ewin L. Davis, chairman 
of the Federal Trade Commission. 

Some of the subjects scheduled for discussion at the 
various round tables are: experiences with extensions of 
auditing procedure, federal taxation, professional ethics, 
accounting research, audits of building-and-loan associa- 
tions, progress in accounting education, accounting for the 
oil industry, increased service to present clients, audit work- 
ing papers, and internal control. 

The entertainment part of the program is under the di- 
rection of the Tennessee Society of Certified Public Ac- 
countants. 


Dominion Income Tax Revenue 
According to The National Revenue Review for August 
1940, there has been a considerable increase in income tax 
collections during the present fiscal year of the Dominion 
Government as compared with the corresponding period of 
a year ago. The published figures are as follows: 





July 1939 July 1940 Increase 
Net collections ... $38,931,773 $5,915,156 $1,983,383 
Four months Four months Increase 


(April-July 1939) (April-July 1940) 
Net collections ... $97,752,216 $123,806,290 $26,054,074 


Customs and Excise Revenue 
According to the Review there has been a considerable 
increase also in the customs and excise revenue. The total 
revenue from this source for April-July 1939 was $87,004,- 
989 and for the corresponding period of 1940, $134,412,193, 
being an increase of $47,407,204. 
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Table of Exchange Rates 
(Kindly supplied by The Canadian Bank of Commerce, Toronto) 
31st July 1940 15th August 1940 

U.S. Dollars 10-11% P. 10-11% P. 
Sterling 443-447 443-447 
Australian Pounds 35814 35814 
New Zealand Pounds 360 
South African Pounds 446 
Belgium—Belgas No quote No quote 
Denmark—Kroner No quote 
Holland—Florins No quote 
Finland—Finmarks 221 
France—Francs No quote 
Italy—Lire No quote 
Sweden—Kronor 2639 
Switzerland—Francs 2521 
Norway—Kroner No quote No quote 

Note: The above quotations are expressed as follows: Pound cur- 


rencies—Canadian cents per unit; Continental currencies—Canadian 
cents per 100 units. 


OBITUARY 


The Late Hugh Lockhart Gordon 


The Institute of Chartered Accountants of On- 
tario regrets to announce the death in an areoplane 
crash of Flying Officer Hugh Lockhart Gordon on 
August 15th last. 


Flying Officer Gordon, before joining the Royal 
Canadian Air Force in May of this year, was in 
charge of the Montreal office of the firm of Clark- 
son, Gordon, Dilworth & Nash. On passing his Final 
Examination he was elected to membership in the 
Institute 29th January 1937, and in June of the 
same year was elected to membership in the Society 
of Chartered Accountants of the Province of Quebec. 


To his wife and his parents (Colonel H. D. Lock- 
hart and Mrs. Gordon) the Institute offers its sincere 
sympathy. 
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DICKSEE’S AUDITING 
(Sixteenth Edition) 


By S. W. Rowland, LL.B., F.C.A. 
(Published by Gee ¢ Co. (Publishers) Ltd., 6 Kirby Street, London, 
E.C. 1, 1940, cloth, 1192 pages, 26s. 8d.) 


A work so well known as Dicksee’s Auditing needs no introduc- 
tion to practising accountants. In the preface to this edition, Mr. 
Rowland points out that some new cases have been discussed and that 
the section on municipal accounts has been revised because of new 
consolidating legislation. The reports of cases have been improved by 
the inclusion wherever possible of the actual words of the headnote in 
the official reports so that the reader may have before him the legal 
view of the precise effect of the particular case. 
1st August 1940. 


CANADIAN INVESTMENT AND FOREIGN EXCHANGE 
PROBLEMS 


Edited by J. F. Parkinson 
(Published by The University of Toronto Press, 1940, cloth, 
292 pp., $3.00) 


This is an informative and timely book on foreign exchange and 
the capital market in Canada. It is informative because it brings 
together in an accessible and, on a whole, in a readable form a large 
amount of material on these two very important topics not hitherto 
readily available. It is timely because it provides a necessary back- 
ground to a wider understanding of the financial aspects of the war 
effort. The section on foreign exchange, indeed, deals directly with 
some of the problems of the day. 

The book is a collection of articles (numbering twenty-three) by 
financial people, economists and journalists grouped under the two 
main heads of foreign exchange and investment. The authors are 
well qualified in their particular fields, though in a few cases, as 
sometimes happens when a man is expounding “his own line,” the 
critical faculty would appear to have been dulled. The chapter on 
the foreign exchange market has been prepared by a foreign exchange 
trader of one of the larger banks; the chapter on the practice of 
foreign exchange control is by an executive of the Foreign Exchange 
Control Board; and that on the Bank of Canada is by a Canadian 
economist* noted for his work on central banking. Similarly, in the 
investment section, the chapters on the investing practices of the 
insurance and trust companies are by experts in these fields, while 
the more general articles have been contributed by a number of 
economists and financial experts, including Courtland Elliott and the 
editor of the book, Professor J. F. Parkinson. This sort of arrange- 
ment has obvious advantages though it does not produce a fully in- 
tegrated work. While most of the studies fit quite well into the 


*A, F. W. Plumptre: Central Banking in the British Dominions. 
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pattern of the book, some lack perspective and a few appear to con- 
tain a certain amount of irrelevant material. 


The first section—on foreign exchange—is a blend of the general 
and particular. It attempts to show just what sort of a currency 
the Canadian dollar is, to explain the working of the broad forces 
which make it move upward or downward in relation to sterling, 
U.S. dollars, or gold. It deals in general terms with the part played 
by the Bank of Canada in the exchange and financial picture. It 
also contains more detailed discussions of the actual operation of the 
exchange market and of the financing of foreign trade and, toward 
the end of the section, there are two chapters dealing with the purpose 
and practice of foreign exchange control as it is operated in Canada 
today. 


The second part—on the capital market—is less topical but con- 
tains much more original material and is on the whole more thought- 
provoking. To the writer’s knowledge, it is the only general study 
on the Canadian capital market that has yet been published, using 
the term “capital market” in the broadest sense to cover stock and 
bond financing, mortgages, bank loans, corporate savings, mining fin- 
ance and agricultural credit. It is written largely from the stand- 
point of the suppliers of capital and provides an analysis of the 
development of Canadian finance, a knowledge of which is so necessary 
to an understanding of wartime financial problems. The section begins 
with an interesting chapter on the habits of the individual investor. 
Institutional investors including the banks, insurance and trust com- 
panies are quite well covered, and the chapter on the investing habits 
of insurance companies calls for special mention. There is a good 
article on mining finance supplemented by an interesting chapter on 
the interpretation of mining news. The rather unsatisfactory position 
of agricultural financing is ably reviewed and the book closes with a 
stimulating article on “Tendencies in Canadian Investment,” emphasiz- 
ing the necessity of risk (of bankruptcy and debt readjustment as 
well as of successful investment) for the effective operation of the 
capitalist system. 


This book should be widely read in Canada. It is not technical 
and the majority of the chapters are readable and interesting. It 
covers a subject of the greatest importance (especially in wartime) 
on which little has been written and in which popular misunder- 
standing abounds. The reader will not agree with all of the writers’ 
conclusions—indeed, it is quite apparent that the writers would not 
fully agree among themselves—but he will find much that is informa- 
tive and a considerable amount that is stimulating. 


Toronto, 20th August 1940 























J. Dovetas GIBSON 


Editor, “Monthly Review” of the Bank of 
Nova Scotia. 






STUDENTS’ DEPARTMENT 


STUDENTS’ DEPARTMENT 


R. G. H. SMAILS, C.A., Editor 


Notes and Comment 


As a result of the events which are taking place in 
the world today it is likely that a good deal will be heard 
in the next few years of “stabilized accounting” which is 
an attempt to substitute in the preparation of accounting 
statements a “uniform” dollar for the actual monetary 
dollar whose economic significance expressed in terms of 
the general price level is a constantly changing amount. 

Accountants are well aware that the monetary unit 
which they employ is not a stable one and that its instability 
may be the cause of serious misunderstanding of cost 
valuations and income computations. They recognize that 
if plant costing $500,000 is bought when the index of the 
general price level stands at 100 and more plant costing 
$500,000 is bought ten years later when the index stands 
at 50 the summing of the items at $1,000,000 has no more 
than a conventional meaning. In terms of the original dol- 
lar the combined plant has a cost of $1,500,000; in terms 
of the dollar at the later date it has a cost of $750,000. 

But while accountants recognize the imperfections of 
their present technique in this regard and would be very 
happy if they could express their data in terms of a con- 
stant unit of purchasing power they are not, for the most 
part, convinced that the practical difficulties can be over- 
come. And this is so in spite of the recent appearance 
of a treatise whose publishers claim that it is “a simple 
process of restating ordinary dollar amounts at their equiv- 
alents in uniform dollars.” 

ok * * 


There would seem to be two great barriers between 
accountants and the ideal of a stabilized dollar. One of these 
is the circumstance that an index of general prices, no 
matter how skilfully it be contrived, is not an index to the 
price of any individual commodity with the result that a 
statement of costs expressed in terms of any selected group 
index would be almost as arbitrary and conventional as 





1. H. W. Sweeney, Stabilized Accounting (Harper) $3.00 (Italics 
are ours). 
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that produced by present methods. On the other hand the 
calculation and use of a separate index for each of the 
myriad varieties of industrial assets would seem to be en- 
tirely out of the question. 

The second barrier is the circumstance that the law in 
general does not acknowledge the existence of the problem 
created by the changing value of money. “The accountant 
finds himself operating in a framework of contracts and 
legal institutions . . . He must first report contractual 
earnings, amount subject to income tax, amount available 
for dividends, accumulated surplus, and capital stock with 
due regard to impinging legal assumptions and require- 
ments.’”” 


A statement of the difficulties involved and the expres- 
sion of a pessimistic view as to the chance of overcoming 
those difficulties is, however, no justification for admitting 
total and final defeat. Impending events may compel at 
least a partial solution. 


* 


STUDENTS’ ASSOCIATION NOTES 


* * 





ONTARIO 


The council of the Chartered Accountant Students’ As- 
sociation met on 13th August and considered the problems 
facing our student body at the present time with the re- 
sult that the following letter was sent forward to our 
members on 14th August: 


Dear Fellow Student :— 

Next week we shall have the privilege of registering 
our personal resources under the National Registration 
Plan. The purpose of this registration is to so organize 
the man power and talent of our nation that our war 
effort may be carried out with the utmost efficiency and 
with the least waste of material at hand. 

Our specialized training in the field of accountancy 
may, in the eyes of the government, be of more im- 
mediate value to the country than our physical strength 
in the fighting forces. Should this be the case, it is to 
be hoped that provision will be made for student char- 
tered accountants who are eligible for military training 


2. Paton and Littleton, An Introduction to Corporate Accounting 
Standards, (American Accounting Association), p. 141. 
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before 1st January 1941, to complete their present course 
of training and write their examinations in December 
1940 in order to establish their standing in the profession. 

We realize that in making our plea on these grounds 
it places a higher responsibility on us in regard to our 
work and the spirit we put into it. 

If our government does not see its way clear to grant 
this request, it will be because it needs our fighting 
strength at this time. None of us will hesitate to answer 
the call and serve in whatever capacity we are needed. 
Our personal plans must come, as never before, second 
to those of our country. 

Faithfully yours, 
A. G. Rankin, Secretary. 


A letter has been sent to the council of the Institute of 
Chartered Accountants of Ontario asking for guidance in 
this matter and requesting clarification of the status of 
members, who have enlisted in His Majesty’s Forces, in 
relation to the course and their eligibility to sit for exam- 
inations. The council will continue to put forward every 
effort to serve the student body. 

At this same meeting of the council of the Association, 
Stuart Hepburn tendered his resignation as president. Mr. 
Hepburn has been called for service by the Royal Canadian 
Air Force and although we are sorry to lose so capable 
and forceful a president we are indeed proud to have him 
represent our profession in the Air Force. We wish to take 
this opportunity of thanking him for his sincere efforts on 
our behalf and to wish him many happy landings. 

The office of president was contested and the council 
duly elected Mr. James Swan. Mr. Swan has been an en- 
thusiastic member of two previous councils and should 
prove a worthy successor to Mr. Hepburn. The vacancy on 
the council will be filled by Mr. J. K. B. Robertson by reason 
of his standing in the last annual election of members to 
the Council. 

Despite inclement weather the annual golf tournament 
held on 28th June at Glen Mawr drew many competitors. 
The G. T. Clarkson Trophy for the low gross was won by 
Mr. J. M. Read. Mr. Forbes Knight of North Bay was the 
runner-up. 
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In the Students’ Baseball League the firm of Jordan and 
Jordan once again emerged victorious. 

The following members of the Student Association are 
now on active service: Lieut. J. W. Bennett, Royal Cana- 
dian Artillery ; Lieut. P. W. Bennet, 48th Highlanders Regi- 
ment; P. R. C. Black, 2nd Canadian Motorcycle Regiment; 
Sub-Lieut. T. F. Burton, Royal Canadian Navy Volunteer 
Reserve; Lieut. G. E. Carpenter, 2nd Pioneer Brigade, 
R.C.E.; C. E. Davidge, Royal Canadian Air Force; D. W. 
Digby, Royal Canadian Army Pay Corps; G. S. Edwards, 
Royal Canadian Air Force; Lieut. John Ewart, Royal Cana- 
dian Artillery; Lieut. D. L. Gordon, Royal Canadian Artil- 
lery; D. S. R. Hepburn, Royal Canadian Air Force; Capt. 
J. H. Moore, Royal Canadian Artillery; Sub-Lieut. A. W. 
Moreton, Royal Canadian Navy Volunteer Reserve; Pte. 
T. R. McCoy, Royal Hamilton Light Infantry; H. T. J. Mc- 
Groarty, Royal Canadian Irish Regiment; P. L. Nash, Royal 
Canadian Air Force; Lieut. J. F. T. Orr, Royal Canadian 
Tank Corps; Capt. Mackenzie Robinson, Toronto Scottish 
Regiment; C. P. Seymour, Royal Canadian Army Pay 
Corps; Sapper D. H. Stodart, Royal Canadian Engineers; 
J. H. Sues, Royal Canadian Army Service Corps; D. W. 
Turnbull, Royal Canadian Army Service Corps; George 
Wishart, Queen’s Own Regiment. 


PROBLEMS AND SOLUTIONS 


Solutions presented in this section are prepared by practising 
members of the several provincial Institutes and represent the personal 
views and opinions of those members. They are designed not as 
models for submission to the examiner but rather as such discussion 
and explanation of the problem as will make its study of benefit to the 
student. Discussion of solutions presented is cordially invited. 


PROBLEM I 
THE PROVINCIAL INSTITUTES OF CHARTERED 
ACCOUNTANTS 
INTERMEDIATE EXAMINATION, 1939 
ACCOUNTING II, QUESTION 4 
How are sinking funds and sinking fund reserves created and 
what are their purposes? Explain fully and prepare the journal entries 
necessary to record the usual periodical transactions in connection 
therewith. 
SOLUTION 
A sinking fund, as the term is generally used in accounting, ap- 
plies to assets in the form of cash or securities set aside or placed in 
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the hands of a trustee to accumulate at compound interest, the prin- 
cipal and earnings of the fund to be used to pay a debt at its maturity 
and/or redeem stock equities at their redemption dates. 


The better system is to name the fund and its related account as, 
First mortgage bond redemption fund 
Earned surplus appropriated for first mortgage bond redemption. 
A sinking fund reserve, (appropriately named), therefore usually 
represents a segregation of surplus, which is in a measure hypothecated 
until it has served its purpose when it is returned to surplus available 
for dividends. 
Journal Entries: 
First it is necessary to calculate the required instalment. 


At end of first period 
Dr. Surplus (or Profit and loss appropriation) Amount of periodical 
instalment 
To Sinking fund reserve Amount of periodical 
instalment 
Dr. Sinking fund investments Amount of periodical 
instalment 
To Cash Amount of periodical 
instalment 


At end of second and subsequent periods 
Same entries as above and in addition: 
Dr. Sinking fund investments 
To Sinking fund reserve 
To record interest earned on sinking fund investments. 


On maturity of the Fund 
Dr. Cash 
To Sinking fund investments 
Recording amount realized from sale of sinking fund investments. 
Dr. Liability 
To Cash 
To record redemption of liability. 
Dr. Sinking fund reserve 
To General reserve or surplus 
To record release of sinking fund. 


PROBLEM II 


THE PROVINCIAL INSTITUTES OF CHARTERED 
ACCOUNTANTS 


FINAL EXAMINATION, 1939 
ACCOUNTING I, QUESTION 3 


You are retained by a firm of investment dealers to investigate 
the affairs of a manufacturing company whose securities it has under- 
written and sold. Your client is particularly concerned with the short- 
age of working capital and asks you to deal specifically in your report 
with the cash changes resulting from operations and securities trans- 
actions up to 31st December 1938 and to account for the decrease in 
working capital. 

The company was formed and as of 1st January 1936 purchased 
for a total sum of $2,000,000 the assets of three separate companies 
operating in different parts of Canada. The assets acquired con- 
sisted of: 
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Accounts receivable and inventories of stock in trade ...... $ 750,000 
Semen Ss Ca INN eon 5 chick ia'a/s win bid ale i843 «Gel ww eiele ews Ssh 1,250,000 
(set up on the books at $2,000,000 with a depreciation 
reserve of $750,000) 


$2,000,000 


To finance this purchase and provide additional working capital 
the following securities were sold to the underwriters: 

$1,000,000 first mortgage 6% bonds due 1st January 1956, at 95. 

5,000 7% cumulative preferred shares, at par, $100 per share. 

20,000 common shares, no par value, at $32.50 per share. 

On ist January 1937 the company sold to the underwriters a 
further 2,000 common shares at $40.00 per share. 

You have completed your examination and prepared the following 
balance sheet: 


Balance Sheeet as at 31st December 1938 





ASSETS 
Current: 
SOR hae A ek bikin Sasa Sw ens awe sem ee bene $ 27,500 
POONA TOOOIWAING  o6 oc aoicn ccs ceee cee cancssens 437,000 
PURI! Sic cot Saas es hw Oa Nw aee sce kise esse 760,000 
$1,224,500 
Fixed: 
Land, buildings and equipment ............... $2,500,000 
Less reserve for depreciation .............. 655,000 
1,845,000 
SOG ROR, oo isk SESE. was baw Side iS Ge we ee-ore 42,500 
$3,112,000 
LIABILITIES 
Current: 
RN ARNIS soos Pin ns 6 ha cada ek uns ac alnwo® $ 710,000 
PEED 5 ceca eon beesaesawae awe 166,000 
PRR IE CRS 550s Dats ooo we eialg oie eas eS 9a 6-8 ars 44,000 
—\———- $_ 920,000 
1st mortgage 6% bonds, due 1st January 1956 ... 900,000 
Capital: 
Authorized and issued— 
5,000 shares 7% cumulative preference shares 
ER MAPERMIIRIED va oo aeira Satope ois ak eos ge ibs) o voila 4.001% 500,000 
22,000 common shares, no par value ........ 730,000 
$1,230,000 
RUAN TIO RONIEUEIN 6c cise Masai cae y ldo eeu suyswewes 62,000 
1,292,000 
$3,112,000 








Your examination has disclosed the following additional informa- 
tion: 


1936 1937 1938 Total 
Net profits transferred to surplus $160,000 $150,000 $130,000 $440,000 
Dividends—preferred ......... 35,000 35,000 35,000 105,000 
—common .......... 80,000 99,000 110,000 289,000 
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Bonds repurchased: 


re IN os ooks b hasteowo se 40,000 60,000 100,000 

Profit on purchase credited to 
NNR ois a eco Sie Sete arse 4,000 12,000 16,000 
Provisions for depreciation .... 70,000 75,000 80,000 225,000 
Amortization of bond discount.. 2,500 2,500 2,500 7,500 

Net increase in fixed asset ac- 
GARMIN 3 oie r6 Se Ralit are pies 160,000 220,000 120,000 500,000 

Fixed assets retired and charged 
to depreciation reserve ... 40,000 360,000 100,000 500,000 


Recoveries of salvage on fixed 

asset retirements, credited 

to depreciation reserve .... 15,000 140,000 25,000 180,000 

Prepare the section of your report dealing with the specific request 
of your client, embodying a summarized statement of application of 
funds and such comments thereon as you consider appropriate. 


SOLUTION 


Changes in working capital 

Attached hereto as Exhibit “C” is a statement of application of 
funds showing the factors affecting the company’s working capital 
both upon the formation of the company and in each of the three 
years thereafter. 

The attached balance sheet, Exhibit “A,” shows the working 
capital as $304,500 which compares with $850,000 with which the 
company commenced business. The ratio of current assets to current 
liabilities is only 1.33 to 1 and the company is forced to look to its 
bankers, to whom it is heavily indebted, for continued assistance. 

The following shows in summarized form the effect of security 
transactions and the decreases in working capital arising from the 
business operations of the company to 31st December 1938: 

Funds provided: 
By sale of securities 
Upon formation of company— 


$1,000,000 1st Mortgage bonds ............ $ 950,000 
5,000 7% cumulative preferred shares...... 500,000 
20,000 common shares, no par value ........ 650,000 
$2,100,000 
Less paid to vendor companies for fixed 
SE Sener crs sa eaeaeen sae eas 1,250,000 
$ 850,000 
Subsequently issued 
7,000 COMMON BRATES «66.6.6 escce lees 80,000 
$ 930,000 
Deduct expenditures for repurchase of bonds 
$100,000 bonds repurchased for .......... 84,000 
Net contribution to working capital from 
WOCUTITY TFANGACHIONG 6.6 ccciescc cc ccc eses $ 846,000 
By operations to 31st December 1938 ......... 672,500 
TOUs TUMGE BYOVIGEE 5lSssks occ sen eesicees $1,518,500 
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Funds applied: 


To purchase of fixed assets $2,250,000 
Less purchased upon formation and paid for 
from proceeds of sales of securities 1,250,000 


$1,000,000 
Deduct salvage recoveries on retirements .... 180,000 


Net fixed asset additions since formation .... $ 820,000 
To dividends: 


On preferred shares $105,000 
On common shares 289,000 394,000 


Total funds applied $1,214,000 


Balance working capital 3lst December 1938 $ 304,500 


From the foregoing it will be seen that excluding the net funds 
arising from transactions in the company’s bonds and shares, there 
has been expended $1,214,000 on fixed asset additions and dividends 
while operations have provided only $672,500. We are not prepared 
to express an opinion as to the wisdom or necessity of the additions 
to fixed assets but point out that the dividend policy has been more 
generous than warranted in the circumstances. The relation of divi- 
dends to profits available is shown by the following table: 


1936 1937 1938 Average 
Net profits from operations .... $160,000 $150,000 $130,000 $146,666 


Profits available for dividends 
on common stock 125,000 115,000 95,000 111,666 


Dividends paid oncommonstock 80,000 99,000 110,000 96,333 


Percentage of available profit 
actually paid out 86.08% 115.79% 86.27% 


Number of common shares .... 20,000 22,000 22,000 21,333 
Earned per common share. $6.25 $5.28 $4.32 $5.23 


Paid per common share ... $4.00 $4.50 $5.00 $4.50 
Total dividends paid $115,000 $134,000 $145,000 $131,333 


Percentage of total profits. 71.87% 89.33% 111.54% 89.55% 


From the above it will be seen that the dividends paid represent 
a very large proportion of the profits. The percentage of the common 
dividends to the amounts available has increased steadily and while 
the net profits from operations have been diminishing, the dividend 
rate on the common stock has been increasing each year. Such a 
policy in view of the extensive program of capital expenditures could 
only result in depleting the working capital. In connection with 
capital expenditures it is significant also that the earnings fail so far 
to reflect improvement resulting from the large additional investment 
in plant and equipment, but this matter is more fully discussed else- 
where in this report. 





